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IAS offers to qualified 
accountants a C. P. A. 
Coaching Course which 
has produced outstanding 
results. The enrollment fee 
is $50.00. For full partic- } 


ulars address a letter to: 
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A Correspondence School Since 1903 
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WHEREVER THERE’S BUSINESS THERE’S 


The Burroughs Calc ulating-Billing Machine 
writes and calculates an invoice in less time 
than it ordinarily takes just to copy it. 


On a Burroughs, the operator needs to 
type only part of the invoice. Her Bur- 
roughs automatically computes and, at 
the touch of one key, prints the complete 
extension —multiplierandanswer! Typing 
time is saved. 

And as extensions are printed, the Bur- 
roughs totals them automatically and 
prints the total from a single total key. 
The operator types none of them. More 
time is saved ... errors in typing amounts 
are impossible. 

This Burroughs is the only calculating- 





Burroughs 


billing machine that computes as it types 
Ret computes by direct mechanical 
multiplication, not by repeated addition. 
It makes the various steps of typing and 
calculating one fast, continuous operation 
. accomplishes more work with /ess effort. 
If your billing costs are rising, let Bur- 
roughs bring them down! For information 
on the application of Burroughs Calculat- 
ing-Billing Machine to your work, call 


your local Burroughs office, or send the 


co ers for your copy of Faster 
Billing with the Burroughs Cal- 
culating-Billing Machine. 


BURROUG Hs ADDING 
MACHINE CO. 


Detroit 32, aeidileee 


Please send me my copy of Faster Billing 
with the Burroughs Calculating-Billing Machine. 


Name 
Street and Number 
City and State 
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Probable customer reaction to 
any new banking policy can 
never be overlooked. But 
when you choose La Monte 
. Safety Paper for your checks 
* Y= you can predict “go-ahead” 
. customer approval with as- 
surance. Thousands of users 
have discovered and are prof- 
iting from this fact. Among 
them will be found a majority 
of the nation’s leading banks. 
Your lithographer will be glad 
to provide you with samples 
and information. 


GEORGE LA MONTE & SON 


NUTLEY * NEW JERSEY 
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“When I first heard about that National Accounting 
Machine, I thought our firm was too small to afford it. 


**But when I was shown that you could handle all our 
accounting jobs on that one machine—receivables, payables, 
sales and expense distribution, general ledger, stock 
records—even payroll—that changed my mind! 


Get this FREE 
20-page booklet 
from our local 
representative, 
or write to the 
Company at 
Dayton 9, Ohio 


“‘It’s saved us so much time, it looks like it’s repaying its 


entire cost this first year!” National 
Large concerns use National Multiple-Duty Accounting 


: ; slope : ACCOUNTING MACHINES 
Machines in batteries—shifting jobs as the load shifts. 
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BIRD’S-EYE VIEW OF THE 
SEPTEMBER ARTICLES 


NEW HORIZONS FOR INTERNAL AUDITING 
By John B. Thurston 


A summary of business techniques and a broad perspective of the field of 
internal auditing are given in this article. 


IS OUR COMPANY PROPERLY INSURED? 
By George Ricker 


Auditors probably can make good use of the check list embodied in this 
I ) 
paper on insurance coverage 


COMPANY PROCEDURE MANUALS AND THE INTERNAL AUDITOR 
By William F. Martin 


Interestingly written, the author offers a somewhat new viewpoint con 
cerning his subject. 


THE INTERNAL AUDITOR'S APPROACH TO PUNCHED CARD 
PROCEDURES 


By H. J. George 


A well-written and informing paper on a subject seldom discussed 


INTERNAL CONTROL THROUGH SYSTEM DESIGN 
By E. P. Priebe 


This article is slanted toward a case-history recital of internal chech 
controls 


SELECTION AND TRAINING OF INTERNAL AUDITING PERSONNEL 
By L. E. Teverbaugh 


There is some good “reminder” material in this paper, written largely 
from a personal viewpoint. 


RANDOM REMARKS ON THE RESTRAINT OF RASCALS AND ROGUES 
By O. L. Luper 


This is an address that was made to Controllers. but Internal Auditors 
will be interested in the argument 


OCCUPATIONAL DISTORTIONS IN AUDITING 
By Howard |. Ross 


The writer has a reputation as an able and amusing speaker; and his 
observations as given in his paper are equally of interest to Internal 
Auditors and Public Accountants 
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With an IBM Electric Typewriter, your secretary will 
turn out the most beautiful work you’ve ever seen. Wherever 
your letters go, their fine appearance will reflect credit on 
you and on your company. 


Your secretary will type faster, yet actually use far 
less energy doing it. She'll be able to devote more time to 
other important work 


So many exclusive, time-saving features are yours with 
an IBM Electric Typewriter, you'll certainly want to investi- 
gate its advantages without delay. 


INTERNATIONAL BUSINESS MACHINES CORPORATION 





IBM, Dept. AU 
590 Madison Avenue, New York 22, N. Y. 


I'd like to see a demonstration of 
the IBM Electric Typewriter. 


[] Please send brochure. 


Name 





(please print) 
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THE PRESIDENT’S PAGE 


T may be considered a truism that audits are only as good as those who 

administer them and perform them. Our INnstrrure has given all 
of our members an opportunity over the past few years to meet a great 
many fellow auditors; and I have been more than impressed with their 
overall knowledge of their own company and industry. This has recently 
led me to speculate as to whether we auditors are looking far enough into 
the future with respect to maintaining our internal auditing personnel 
at its present high standards. 


The head of the Internal Auditing Department has a particular 
problem with regard to personnel because internal auditors are con 
stantly and increasingly in demand by other departments for replace 
ments. Many organizations recognize the Internal Auditing Depart 
ment as a training ground for future executives, and the Chief Internal 
Auditor, therefore, is faced with a problem of maintaining a staff which 
will permit the release of those who are offered greater opportunities, 
and still keep the staff flexible enough to function without forcing the 
various departments of a business periodically to cope with inexperi 
enced auditors. In selecting internal auditing personnel it should be 
recognized, too, that experience in the company outside of the Internal 
Auditing Department is desirable since it helps the internal auditor to 
recognize that all departments of a business may have problems and 
have a different point of view than his own. 


Tue Institute has this problem in mind, and is devoting a good 
deal of time to assisting in training juniors to develop and become 
leaders of the calibre of our present members. As the importance of 
internal auditing becomes increasingly recognized, our personnel prob 
lem becomes more complex; and it is up to all of us to recognize the 
importance of training our staffs, for positions in other parts of the com- 
pany as well as insuring that our own groups are trained in every pos- 


sible way for their tasks. 
—J. B. Parker. 








THE NINTH ANNUAL CONFERENCE 
THE INSTITUTE 
OF INTERNAL AUDITORS 


TIME—OCTOBER 22, 23, 24, 1950 
Place—CHALFONTE-HADDON HALL, Atlantic City, N. J. 
The Conference Theme—INTERNAL AUDITING IN ACTION 


It is proposed through the presentation of numerous papers by INsT1TUTE 
members to demonstrate what we have learned by adhering to the 
principles of Internal Auditing as advocated by Tur. INstiruTe since 
its inception. It will be an action picture of our accomplishments as we 
pass them along for the benefit of others. 


CONFERENCE PROGRAM* 
Sunpay, Ocroser 22, 1950 
9:00 a.m. to 5 p.m.—Registration 
2:00 p.m.—Chapter Activities Meeting 
5:30 p.m.—Reception 


o 


There is no better way to assure the success of a conference than to 
become well acquainted with your fellow members. 

There is no better time than at the start of the conference so you 
can get the full benefit of the acquaintances you make, for the full 
period of the conference. 

There is no better place to greet those you know, and meet those 
you don’t, than at this reception for that very purpose. 

Immediately after the reception an informal dinner will be served 
in the American Plan Dining Room where members may dine in groups 
of their own choosing and continue the social contacts made at the 
reception. 

Monpay, Ocrosper 23, 1950 


9-12 a.m.—Registration 
10:00 a.m.—Business meeting and election of officers. 
Address of welcome: J. B. Parker, 
President 


*Herewith is presented a tentative program based on the Conference Committee’s 
efforts to date. 
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Report on the Survey of Internal Auditing 
by H. C. M. Cobb, 
Chairman- -Committee on Internal Auditing 
Principles and Practices 
12 Noon-—-Informal luncheon 
(no speeches ) 
Technical Session 
2-5 p.m.—Three concurrent meetings 
3ecause of the varied business interests of our members and in 
order that no one need waste his time sitting through the presentation 
of a paper entirely foreign to his particular business, it is hoped that a 
choice of three papers presented simultaneously will meet every indi 
vidual need; accordingly, there will be three or four papers presented in 
each of three rooms during the afternoon, with time allotted to change 
rooms if the choice of a paper makes it necessary to do so. 
7:00 p.m.—Entertainment and Banquet 


Other than the installation of the President-elect there will be no 
speaking. The evening will be devoted to music, some other form of 
entertainment, and dancing. 


Tuespay, Ocroper 24, 1950 
Technical Session 
9:30 a.m.—12 Noon—Industry meetings 


There will be approximately 15 groups with previously selected 
chairmen briefed in their duties to conduct round table discussions on 
individual problems and accomplishments. 


12 Noon—Informal luncheon 
2-4 p.m.—Three concurrent meetings 
The previous pattern will be repeated with three papers presented 
in each of three rooms. 


1-5 p.m.—Closing meeting 


Nore: No effort has been made to get outside speakers on world 
events or general business topics as it is felt that at an Internal Auditing 
Conference, only those subjects pertaining to our profession should be 
discussed with a view to increasing our effectiveness in the internal 


auditing field. 
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It was also felt that with two sessions where 18 or 20 papers would 
be presented, together with one-half day of industry meetings, there 
would be no need for more speeches at luncheons or at the banquet. The 
time can better be spent in relaxation and in business and social inter- 
course. 


The names of speakers and their subjects will be announced later. 
Tentative acceptances to date give promise of a splendid program. 


EXHIBITS 


There will be the usual exhibits of office machinery and equip- 
ment to satisfy your interest in efficiency and economy in the moderniz- 
ation of your business. 


REGISTRATION 


A single registration fee, nominal in amount, will be charged and 
will admit you by badge to all conference functions. This together 
with the American Plan rate for room and meals paid to the hotel at 
your departure will be your total expenditure. 


HOTEL ARRANGEMENTS 


The American Plan has been selected because it will be more 
economical and permit the hotel to give better service. It will also be 
the means of keeping the group together, which is essential if we wish 
to become better acquainted. 


Convenient arrangements have been made so that the entire con 
ference will function on one floor. It will comprise the Registration 
Desk, Official Headquarters, Ladies Headquarters and Lounge, Exhibit 
Room, three meeting rooms, Banquet Hall and dining room for lun- 
cheons and dinners. 


GENERAL 


The Philadelphia Chapter, sponsors of the Ninth Annual Confer- 
ence cordially invites you, your families, and your guests to Atlantic 
City in October. Everything possible will be done to make your visit 
enjoyable. You will find a number of innovations that will make this 
conference a little different from those preceding. The American Plan 
system, informal luncheons with no speeches, a banquet that will be 
followed by an evening of entertainment will all tend to promote the 
feeling of good fellowship that is essential to the success of any con- 
ference. 
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THE CONFERENCE COMMITTEE 


General Chairman —Harry H. WarTHEN 
Provident Mutual Life Insurance Company 


Co-Chairman —Jeratp S. Hanks 
Lehigh Coal & Navigation Company 


Budget and Finance —Franxk M. FisHer 
Retired 
Exhibits —STEPHEN A. WALTON 


Radio Corporation of America 
Program —Joserpu A. GLENN 

E. 1. duPont deNemours & Company 

Ricnuarp A. VaANHorn 


International Resistance Company 


Publicity —Mirton H. Kinney 
Sharp & Dohme, Incorporated 


Printing —Harry V. EicoMAann 


Publicker Industries Incorporated 


Hotel Arrangements —Brron GANSER 


Philadelphia Electric Company 


Registration —Curtis H. Smack, Snr. 
Gulf Oil Corporation 


Reception and Banquet—Joun W. Mutuikin 
Philadelphia National Bank 


Hospitality —Earu A. Green 
Lancaster Accounting Service 








NEW HORIZONS FOR INTERNAL 
AUDITING* 


By JOHN B. THURSTON 


ASSISTANT TO THE PRESIDENT 
BRIDGEPORT FABRICS, INC., BRIDGEPORT, CONN. 





Mae Tuurston holds the degrees of LL.B. from the New York Law 
School and A.B. from Williams College where he majored in economics 
He is a lawyer admitted to the New York and Federal Bars, and a certi 
fied public accountant of the State of New York. He was a founder and 
first president of Tue Instirrure or Internat Avupirors. He was one 
of the organizers of The Budget Executives Forum. He is also active in 
The Controllers Institute of America and the Association of Consulting 
Management Engineers 


Mr. Thurston has written extensively and his articles have appeared 
in many publications. He is author of “Coordinating and Controlling 
Operations,” published by Funk & Wagnalls; “Basic Internal Auditing 
Principles and Techniques,’ recently published by the International 
Textbook Company (1.C.S.); “Internal Auditing for Management Con 
trol,” published in 1949 by Prentice-Hall, and chapters on internal 
auditing and other subjects for several symposiums. He was editor of 
“Internal Auditing:A New Management Technique.” The Sixth Inter 
national Edition of “Who’s Who in Commerce and Industry” lists Mr 
Thurston as a leading authority on internal auditing, corporate organiza 
tion, management control, and budgeting 











A critical lack of balance exists between man’s knowledge of the 
physical sciences, on the one hand and, on the other, his compre- 
hension of the laws of social organization that are necessary to control 
the power which that knowledge has created. If man is to solve the 
problems facing civilization today, he must develop and adopt new 
techniques of management and administration which will enable him to 
achieve control over the power created throtigh his growing knowledge 
of the physical sciences. 


While the new power evolved by chemists, engineers, and scien 
lists has, in and of itself, placed an ever increasing emphasis on the 
need for solving the problems of management and administration 
which underlie the use of this power, all of us are keenly aware of 
the increasingly powerful outside pressure which makes solution imper- 
ative. That pressure is communism. 

Successful democracies do not fall prey to communism. And 
democracies are successful just as long as their business organiza- 


*Paper given at a meeting of the Montreal Chapter. 
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tional components are operated profitably. We business men must recog- 
nize the critical role we must play in this fateful struggle. By perfect- 
ing our techniques of management, by operating our individual organiz- 
ations on the best possible basis, doing away with waste. lack of 
efficiency, and other malconditions, we will strengthen our democracies 
more and more until communism will wither away. 


We cannot, as in the past, merely muddle through to better levels 
of management and to higher levels of productivity, concomitantly 
achieving a more stable economy and a stronger government. On the 
contrary, positive steps must be taken by business and government not 
only to develop new and improved techniques of control, but also to 
achieve the adoption of already proven tools of management and admin 
istration and to accelerate the whole program. 


One of the greatest problems facing the democracies is that of 
securing recognition on the part of individual business executives of 
the new and better ways of accomplishing results which have already 
been developed and proven. How can men in management be brought 
to recognize that proven tools exist for their immediate use, and that 
there is a great body of knowledge of how to establish more effective 
administration and to obtain improved results? While it is true that 
man needs new and better tools of management and administration, 
a greater immediate problem is to determine what can be done in a 
democracy to persuade business men to adopt the techniques already 
available for their immediate use at little or no cost, techniques which 
will bring about better results for individual companies, and deriva 
tively, for all of us? 


Modern internal auditing is one of the proven tools whereby 
management obtains more effectual control over operations. THe Insti 
TUTE OF INTERNAL AvupiTors can be justifiably proud of the role it has 
played in securing an increasingly wide recognition of the importance 
of this control mechanism, and its adoption in recent years by a large 
number of companies in both Canada and the United States. 


New horizons for internal auditing lie ahead! The significance of 
the future of internal auditing will be better understood when articu 
lated with the entire scientific management movement. 


It is well recognized by the students of management that, while 
great strides have been made in the past toward the perfection of 
the art and science of management, nevertheless much remains to be 
done to perfect it. Let us review the past history of the Scientific Man- 
agement Movement, for this will show us that each recent decade 
shifted the spotlight of attention from one area of management to 
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another, and that the cyclical span from initial recognition of the 
importance of a new area until its final wide acceptance is approxi- 
mately 25 years. 


In the early days of our industrial economy, the production man- 
ager was king. Power and manpower were cheap. The production 
executive had one concern—getting out the product. Planning and 
control had no place in his scheme of things. Then, around the turn 
of the century, pioneers in the Scientific Management Movement, men 
like Taylor and Gantt, demonstrated conclusively that planning, con- 
trol, and better methods, could increase production and, at the same 
time, could lower production costs. Yet, the old time production man- 
ager was hard to convince; in fact, it took over a third of a century and 
the jarring effect of two major wars for the ideas of these and other 
pioneers in scientific management to be accepted throughout industry 
by production managers. Today, wage incentives, methods engineering, 
modern production methods, etc. are recognized as necessary tools for 
achieving high productivity. 


As production techniques were gradually improved, corporations 
grew in size and complexity. Collaterally, there occurred a growth 
in the application of accounting methods in industry. In the United 
States, accounting reached prominence in the 1910's with the adoption 
of the Income Tax amendment to the Federal Constitution, followed 
by the impact of the First World War. The growth of accounting was 
accelerated in the 1920’s when there was a great wave of consolidation 
and mergers of small companies into large corporations and into even 
larger holding company systems. The financial-accounting approach 
to corporate management was then very much in the ascendancy. 


Accounting reached its apex in the 1930's. The depression of that 
decade brought the passage of a wide variety of laws for the regula- 
tion of business enterprises. Many new federal and state regulatory 
bodies were established and charged with the responsibility for con- 
trolling various phases of corporate activities. These bodies seized upon 
accounting as an established device for control and applied it, even 
more extensively than it had been in the past, to the public regulation 
of business. Today, the prescription of uniform systems of accounts is 
one of the most common regulatory devices, and important federal and 
state systems of investor and public protection are based on accounting. 
The importance of accounting and its place in business is accepted and 
recognized. 


After production and accounting, the spotlight of the Scientific 
Management Movement shifted and was focused on sales. As business 
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increased in size, and as distribution of products and services extended 
out farther and farther into new territories, sales and all of its ancillary 
functions came in for greater attention from business executives. Few of 
us realize how recently sales management has come to be recognized 
as a major corporate function. A study made in 1920 showed that only 
7 per cent of those responsible for company sales had the title of vice 
president. A survey made in 1939 showed that 48 per cent of those 
responsible for sales were vice presidents of their organizations. Today 
it is estimated that 60 to 70 per cent of the sales managers in American 
industry hold the title of vice president. In short, the growth in stature 
and importance of the marketing function has been recent and rapid, 
covering a period of about thirty years. Production no longer held the 
center of the stage. Sales was recognized as of great, or, under certain 
circumstances, of much greater importance in the overall management 
picture. 


Industrial relations first came into its own in the 1930's. This 
function has grown in stature and importance in the last two decades. 
In the United States, the passage of federal laws favoring labor, 
together with active government support of labor unions during the 
1950’s, spotlighted the importance of industrial relations as a cor- 
porate function. This function was given further impetus during the 
war years when men and women had to be selected and trained in 
large numbers for new jobs, and then kept happy in them. Today, 
industrial relations, more popularly referred to as “Human Relations”, 
is receiving a great share, perhaps the lion’s share of attention of those 
in the forefront of the Scientific Management Movement. 

The 1940's is the decade which will go down in management his- 
tory as marking the active recognition of administrative control as the 
next great area to receive the attention of the leaders in scientific 
management. It is prophetical that Tue INstirute or INTERNAL 
Aupitors was founded in 1941. But while now receiving attention, 
there is probably no phase of management less understood than Admin- 
istrative Control. Very little has been written about it and even less 
done about it. What has been written is largely theoretical, discussing 
basic principles, but not explaining practical means for putting theory 
into practice. Yet this is understandable. We are not even half way 
through the 25 year cycle between the initial general recognition of 
this new area of scientific management and its final wide spread accep- 
tance. 

Much of the confusion relating to internal auditing, that is, as to 
its place in the organization structure; to the nature of the work it is 
supposed to cover; and to other aspects of its functioning, stem from 
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the failure to recognize internal auditing as a phase of administrative 
control. It is not just another accounting device. 


As the management movement progresses, there will be a better 
understanding of Administrative Control and internal auditing as part 
and parcel thereof. 


Those in the accounting field may be puzzled by this new emphasis 
on Administrative Control as something distinct from accounting. Let 
us try to clear up any bewilderment. 


Henry Fayol was a brilliantly successful French industrialist, 
whose writings on administration are classics in business literature 
Fayol’s concept of control coincides with the most modern. He separated 
accounting from control altogether. Nevertheless, he recognized account 
ing as one of the six essential management functions. 


Urwick, an outstanding British authority on management, in his 
book, “Elements of Administration,” pointed out that the duty of 
accounting is to provide figures, not to control. 


In other words, rather than being the sole or most important con- 
trol function, these and other recognized authorities say that accounting 
is not a control function at all 


Fayol regarded control as an aspect of administration. He defined 
it as “Seeing that everything is being carried out in accordance with the 
plan which has been adopted, the orders which have been given, and 
the principles which have been laid down.” This is exactly how internal 
auditing functions in many corporations today! In other words, Fayol’s 
definition of “control” fits internal auditing very well. 


Urwick, referring to Fayol’s differentiation between accounting 
as a function, and control as an aspect of administration, goes on to say, 
“This modern view of control, once it is accepted, affects both the 
methods adopted by the accounting function and the kind of figures 
required by the Administrator. The former, whether or not it provides 
the Administrator’s controlling figures as well as carrying out its 
accounting functions, becomes manifestly much more specialized. Its 
duties do not include control. That is the function of the Administrator. 
The function of accounting is to provide figures. 


Moreover, assuming that the ideal of any organization is to move 
toward a more and more scientific basis in its management, it is of the 
essence of an accounting function so conceived that the figures provided 
should be as detached and impartial and above question as possible. 


This may sound a truism. But a widespread acceptance of this 
view of the place of contro] in administration and of accounting and 
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statistics in relation to control would yield some salutary changes. In 
this country, for instance, many businesses are owned by financial 
interests which virtually limit their administration to the examination 
of financial figures at periodic “Board Meetings” in London. The actual 
conduct of the business is left to the managing director or general 
manager, who is judged purely on the period:c financial results. Often 
the board of directors of some predominant interest on the board has 
its own tame accountant who prepares and presents the figures. Such 
absentee financial direction is not in the best interests of the country’s 
economic life. Nor are directors who are satisfied with this purely 
financial form of control discharging their responsibility as adminis- 
trators. 


With the growth in the recognition of Administrative Control as a 
function apart from accounting, we will see a changing emphasis on 
the work performed by the internal auditor and a changing role in the 
organization structure. This spells out significant new horizons for the 
profession of internal auditing. 

Let us look at internal auditing apart from its sister functions. We 
all recognize that internal auditing is dynamic. Those familiar with 
this field nine years ago, at the time Tue INstirure was founded, 
recognize the fact that the profession was then smothered in confusion. 
There were no books on the subject; there were no periodicals, and 
almost no articles on internal auditing. 


It is accurate to say that the founding of Tue INstITUTE oF 
INTERNAL AupiTors was coincidentally timed with the early recogni- 
tion of the importance of administrative control. Since then, the rapid 
growth and wide acceptance by management of modern internal audit- 
ing is due primarily to the fact that it has provided executives with an 
important control lacking before the development and use of this mana- 
gerial technique. 


The adoption of this function as a medium of administrative control 
was greatly accelerated by World War II, not only through specifica- 
tions in governmental regulations and the requirements of war con- 
tracts, but also through the sheer necessity on the part of owners and 
managers to maintain some semblance of control over rapidly expand- 
ing companies and industrial empires. 


Since the war, a variety of factors have contributed to its con- 
tinuing growth, among them being the further development and per- 
fection of internal auditing itself; the postwar growth of individual 
companies, many of them relatively new, to a size where internal 
auditing is required to establish adequate coordination; finally, new 
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familiarity with and recognition of this important new management 
tool on the part of management itself. 


In a questionnaire sent out to some 500 leading companies, I ascer- 
tained that fifty per cent of the manufacturing companies now having 
internal auditing departments had established their departments either 
during or since World War II. This alone is interesting proof of the 
growing recognition and importance of internal auditing. In addition, 
the only companies reporting decrease in size of internal auditing staffs 
were those which were obviously over-expanded due to war activities, 
like the aircraft manufacturing companies. Of much greater signifi- 
cance, most companies reported increase in size of staff, or in responsi- 
bilities, or in both. 

The scope of modern internal auditing extends far beyond the mere 
checking of operations which marked its inception in many companies in 
years gone by. Let us take a case showing advanced application of 
internal auditing functions. An axiom of management is that supervision 
determines results. And supervisory incentives are a recognized means 
for bringing out the best efforts of supervisors. The Standard Oil Com- 
pany of California operates a supervisory incentive program based 
on its internal audit reports; these reports constitute an objective mea- 
surement of the results achieved by district managers, and, as such, 
provide the necessary incentive to such managers to do their best pos- 
sible job. Service to customers, neatness in record keeping, attitude of 
personnel, and other factors are used as performance measures. The 
results are evaluated and totaled, and marked at a percentage of realiz 
able perfection. The value given shows how good a job the district 
managers have done in the performance areas measured. These results 
are compared both with prior periods in the same district and as between 
districts. It is this comparison which comprises the incentive to super 
vision. As a result of this progressive internal auditing technique, ser- 
vice has been improved, sales increased, costs reduced, morale height- 
ened, and closer cooperation, both within districts and between dis- 
tricts, has been achieved. 

In recognizing the expanding responsibilities of the internal audi- 
tor, we cannot overlook the importance of his role in relation to the 
public accountants’ verification of financial statements. The same 
questionnaire earlier referred to disclosed the fact that 50% of the 
public accountants for the companies replying to the questionnaire felt 
that they could not issue unqualified certificates if the companies in 
question did not have internal auditing, or unless they, the C.P.A.’s, 
expanded their work to a major extent, which could only result in 
large, uneconomic, and unnecessary fees. 
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This leads to another fact often overlooked, namely that internal 
auditing, in a company of any size or complexity, is an essential fac- 
tor in its system of internal check and control. As you recognize, the 
system of internal check is comprised of the methods, procedures, and 
relationship established within an organization to safeguard its assets 
and to assure full and accurate recording of its transactions. 


The fact that fraud in Canada and the United States accounts for 
business losses of between one quarter and a half a billion dollars each 
year is sufficient evidence that many business executives fail to recognize 
the importance of internal control. Hardly a day passes when our news- 
papers do not carry a story of a preventable business fraud. Probably 
the latest, widely publicized case was the Mergenthaler affair. If only 
one of a half dozen internal controls had existed in that company, the 
fraud could not have occurred. Most apparent by its absence was effec 
tive internal auditing. 


In many companies, where internal auditing is clearly recognized 
as an administrative control function, the internal auditor is respons 
ible for verifying the fact that the plans, policies, and procedures estab 
lished by management are being carried out. To accomplish this result, 
it is necessary to ascertain the following: 


(1) That the plans, policies and procedures as set forth in manuals, 
are being complied with and that manuals are properly dis 
tributed and maintained. 

(2) That the organization structure established for each organiza 
tional unit is adhered to and that unauthorized new positions 
are not created or that the functions assigned to a position are 
not being neglected. 

(3) That forms are properly authorized, used and filed 

(4) That established methods and procedures are being followed 

(5) That equipment and other physical facilities are adequate, 
properly maintained and used. 

(6) That the layout of offices, storerooms, and shops is in con 
formity with established layout charts. 

(7) That personnel are adequate for the job to which they have 
been assigned. 

(8) That budgets are being met and expenditures made in con 
formity with budget authorization 


If we recognize that the internal auditor is responsible for survey 
ing all departments and all operations, we also recognize that he is 
in a position to perform other services for management. 
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During the course of his surveys, many important facts are dis- 
closed which management should have. While in most instances, facts 
are supplied through line organizations, there are also many cases 
where important facts either never reach the proper executives or reach 
them so distorted as to be of little or no value. 


Another way in which internal auditing aids management is 
through performing special investigations and assignments. The ques 
tionnaire previously referred to indicates that 20 to 80% of the time 
of the internal auditing department is devoted to special investigations 
and assignments. Experience has shown that these men are trained and 
skilled in finding difficult answers, and give management material 
assistance in carrying out such special work. 


In conclusion, internal auditing is one of the important control 
techniques which is receiving wide recognition and use. It is the 
modern control technique for providing top management with many 
important facts it would not otherwise have; for insuring adherence to 
budgetary and other standards; for securing observance of company 
policies; for establishing observance of laws, regulations, and contract 
terms by officers and down-the-line executives; for calling attention 
to the inadequacy of physical property and to lack of propriety in its 
use; for weeding out incompetent personnel and for highlighting talent; 
and for seeing that management’s plans, policies, and procedures, once 
installed, are maintained. 

While rapid strides have been made in recent years in developing 
internal auditing as an effective aid to management, recognition of 
its value is not as widespread among business executives as it will be 
in the future. Like other techniques of administrative control, it is still 
in a development stage. But its growth has been sound, and there can 
be no question of the increasingly important role internal auditing 
will play in the years ahead as a major aid to management. Its horizons 
are unlimited! 
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{ge most of us are confronted with the constant adjusting of 
our mental processes to the value of material things compared with 


what we believed to be normal values of our younger days. 


Consideration given to industrial insurance programs is coming 
into the foreground for essentially the same reason. Insurance admin 
istration has been too long considered by the majority in industry as 
an auxiliary task to be handled by some company official as an addi 
tional duty. A properly engineered insurance plan is the only protec 
tion of the monies invested in a business against catastrophic losses that 
could seriously impair the financial position or, in extreme cases, cause 
the failure of the company. Those who are entrusted with the procuring 
of insurance protection for industry are truly the stewards of the 
invested monies which provide employment for all of us and the source 
of revenue for many investors. If you agree with this premise, then 
you will agree that purchasing protection without proper study, or as 
far too many do, through friendship and social contacts, or casually 
taking for granted that all policies are alike for the same hazard, is a 


serious danger to our present form of economic existence. 


The insurance profession is slowly eliminating those incompetent 


representatives whose limited knowledge of their business consists of 


how much premium is involved and what commission is earned. Indus 
try also is rapidly realizing that insurance is not a necessary evil, but 


a most vital part of its operation. It is beginning to make better use of 
*Paper given at a meeting of the Chicago Chapter. 
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the facilities offered by the insurance profession properly to protect 
its assets and operations. 


TYPES OF CARRIERS 


‘The question of which type of insurance carrier is the best is one 
which can be as controversial as politics or religion. The decision as 
to which type to use is a matter of which fits the particular need. There 
are some instances where only one type may fit because of outstanding 
specialization. 

At present there are four principal types of underwriters in the 
American market: (1) Stock companies; (2) Mutuals; (3) Reciprocal 
underwriters’ associations, and (4) Lloyd's associations. To this we may 
add Lloyd’s of London, which should not be confused with the fourth 
classification of the American market. 


In the four major classifications there are variations within classes 
so that at times it is difficult to be sure in what class a company is. There 
are straight stock companies, deviating stock companies that write below 
manual rate and, in effect, give a dividend at policy inception, and 
even deviating stock companies that pay dividends. There are cash 
premium mutuals that issue policies subject to assessment and those 
who issue non-assessable policies, all returning dividends of various 
amounts; trade mutuals; small county and state assessment mutuals; 
and mutuals which do not pay a dividend; and the factory mutuals. 


There are good companies of all kinds. 


Stock COMPANIES 

Stock companies, in return for a certain premium, determined, 
generally, by rates established by bureaus organized for that purpose, 
promise to pay losses resulting from the hazards insured against. 


MuTva.Ls 

Cash premium mutuals in return for a certain premium, dete 
mined, generally, by rates established by bureaus organized for that 
purpose, promise to pay losses resulting from the hazards insured against 
and, in addition, pay a dividend back to the insured. The amount of 
the dividend is dependent upon the difference between operating over 
head plus losses and the premium paid. In mutual companies that issue 
assessable policies, the policyholder is liable from one to five times the 
premium in case the losses and overhead exceed the ability of the com 
pany to pay. In non-assessment companies, the surplus of the company 
has become sufficient, according to state law, so that the assessment 
feature can be eliminated. County or state assessment mutuals ordinar 
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ily make a small service charge at policy inception and periodically 
assess all members for their pro-rata share of overhead and losses. 


The factory mutuals confine themselves to insurance of manufac 
turing, institutional, and mercantile properties of superior types 
either fire resistive or protected by automatic sprinklers. This group of 
mutuals operates on the plan of a premium deposit several times the 
expected net premium, returning from 70% to 90% to the insured at 
termination of the policy period. Their policies are likewise subject to 
assessment but, because of their method of operation, the possibility of 
needing one is highly remote. 


RECIPROCAL UNDERWRITERS ASSOCIATIONS 


Reciprocal underwriters resemble the factory mutuals in some 
respects and, in others, Lloyd’s associations. Each insured member is 
an insurer and thus insures the others’ property. An attorney-in-fact 
conducts the business and has authority to bind each member for a 
certain amount on the risk of each associate. Here again, in general, 
only better class risks are insured and likewise all profit above actual 
cost reverts to the insured after certain reserves are established. 


Lioyp’s AssociATIONS 

The various Lloyd’s associations in this country write only a minor 
portion of insurance today. Their method of operation, generally, is a 
voluntary partnership in which each member assumes liability for 
payment of loss up to a specified amount. The security behind the con 
tracts depends on the financial standing of the members composing the 
partnership 


3ASES FOR CHoosING TypE OF CARRIER 


In making a decision as to what type carrier to use, consideration 
should be given in this suggested order: (1) reliability and strength; 
(2) coverage offered; (3) service; and (4) cost. 


It may seem surprising that cost is listed as the fourth consideration. 
Cold cash outlay for purchasing protection is only one feature of cost, 
so perhaps the fourth item should be re-labeled “purchase price.” Real 
cost is made up of all four of the above items. The cost to an assured 
certainly can be far in excess of the dollar tag on the policy if the com 
pany proves to be unreliable, uncooperative and unable or unwilling 
to pay claims. In like manner, the true cost of the policy may far exceed 
purchase price if the coverage does not accomplish what is needed. 
The hidden cost can likewise pyramid if the service rendered by the 
insuring company or representative is poor. 
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TYPES OF EXPOSURE 


If we are properly to design an insurance structure, we first must 
determine what are the exposures that can possibly result in a catas 
trophic loss. 


In general, ail companies will find the same basic exposure in 
greater or lesser degrees. Some exposures require protection by law to 
those injured, while in others there is a choice as to whether to buy 
protection or not. The most common exposures are direct damage by 
fire and its allied perils; use and occupancy or business interruption; 
third party liability of the general public and automobile type; direct 
damage and third party liability resulting from the operation of power 
plants (better known as boiler and kindred equipment) ; possible fidelity 
losses resulting from the weaknesses of our associates; and losses re 
sulting from injury to workmen. In any particular case there will be 
other exposures and variations of the basic exposures which must be 


studied to decide how they should be protec ted against. 


PURCHASING INSURANCE vs. SELP-INSURING 


In all exposures there is the option of purchasing insurance or 
assuming the risk on a self-insurance plan of some nature. In the latter 
case, for some exposures such as Workmen’s Compensation, certain 
governmental regulations must be met. Likewise there is the possibility 
of combining the two basic plans such as self-insuring to a certain limit 


and purchasing protection for all losses in excess of that amount. 


Co-INSURANCE vs. Non-Co-INSURANCI 


If a decision is made to purchase insurance against direct damage 
from fire and its allied perils, should the contract be written without 
a co-insurance clause or at a lower rate because of the use of the clause? 
A third choice for larger properties is to make the plant eligible for 
“superior protection” by complying with certain requirements in fire 
protection equipment such as automatic sprinklers and thereby obtain- 
ing the lowest rate of all. 


In both co-insurance and non-co-insurance contracts, payment of 
loss is for the actual cash value, which can be defined as the cost of 
replacement at the time of loss, less depreciation. When an insurance 
contract with no co-insurance is purchased, the insured will receive, at 
the time of loss, the actual cash value up to the amount of loss or the 


face value of the poli« y. whichever is the lesser. 


Because of the reduced rate at which co-insurance contracts are 
written, the insured agrees to carry insurance up to a value at the time 


of loss in accordance with the per cent indicated in his contract, usually 
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80%, or 90%. Failing to do so, he would be penalized proportionately 
in case of partial loss; for example, suppose with a 80% co-insurance 
clause at the time of loss, the value of the insured property is $100,000 
and that the insured instead of carrying 80°% insurance, which would 
be $80,000. is actually carrying $60,000. Since $60,000. is only six 
eighths of $80,000., he therefore will collect only six-eighths of any 
loss. but in no event more than $60.000.. the amount of insurance actu 
ally carried at the time of loss. 


In essence, co-insurance reduces the cost for a given amount of 
insurance, or, for a given premium, it permits the insured to carry more 
insurance, 


The choice between co-insurance and non-co-insurance for the 
ordinary direct damage policy must be based on several factors, three of 
which are: 

1. Which form provides the coverage best suited to the operations, 


2. The dollar cost. 


uw 


The physical vulnerability of the property in question—can it 
be totally destroyed or only partially, and, if the latter, what 
percentage? 

The matter of deciding between purchasing the ordinary form of 
insurance and the “superior” form, in general, depends partly on 
whether the capital investment required to make the plant eligible for 
“superior” treatment can be justified in a reasonable length of time 
through the reduced cost of insurance. Granted that cost is an important 
factor, there are other factors that should be considered, such as con 
tinuity of operations, safety, etc. 


DEPRECIATION INSURANCE 


Most fire insurance today is written on a sound value basis; iLLe., 
cost of replacement at time of loss less depreciation. In older properties, 
that means that there is a great difference between the amount realized 
from an insurance settlement and what must be spent to put the prop 
erty back in the same condition as it was before the loss. 


There is a relatively new form of fire coverage available today 
which should be considered after deciding on the basic coverage, and 
that is depreciation insurance, also called repair-or-replace insurance. 
This type of coverage fills in the gap between the sound value and the 
actual cost of replacing the structure or equipment. This is a long needed 
coverage and one worth studying for most properties. It should be 
borne in mind, though, that unless the destroyed or damaged property 


is repaired or replaced, only the sound value will be paid. This is a fair 
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rule since the insured should not be able to make a profit by deciding 
not to replace the building. 


Use anv Occupancy Exposurt 

The type of protection provided against direct fire damage will 
affect the cost of use and occupancy protection. Just as there are various 
ways of protecting from a direct fire loss, there are several forms of 
use and occupancy insurance. The correct form can be chosen only after 
a thorough study of operations, products and costs. The percentage of 
cost of labor to net sales will, in general, have a considerable influence 


as to what form to use. 


Pusuic Liasitrry Exposures 

Direct fire damage is the easiest insurance to purchase intelligently. 
The manner of determining values for this type of insurance is rela 
tively simple; building values can be determined by a reputable engi 
neer or appraiser; machinery and equipment values can also be deter- 
mined the same way, or even from the purchase price revised according 
to any of several curves reflecting current indices; stock and supplies, of 
course, can be taken from current inventory. These three items indicate 
the requirements for the amount of insurance needed to protect the 
capital assets from this exposure. 


But some types of insurance deal with intangible, hard to measure 
losses. How are we to measure the limits necessary for general publi: 
liability and automobile liability, both bodily injury and property 
damage? There are so many factors to be taken into consideration, 
including the type of business, the method of operation, the processes, 
the locality, and the surroundings, that no generality will suffice. 


Consider awards by juries and judges; liability claims have spiraled 
dollar-wise just as much as the cost of living. Limits which may have 
been adequate a few years ago are approaching the risks of self-insur- 
ance today. The importance of property damage exposure in general 
public liability coverage is being brought forcibly to the fore because 
of the prevailing interest of insurance companies in subrogation against 
those liable for accidents. 


Those who lease property are particularly interested in a recent 


Minnesota case where a tenant was sued for $342,500. by the owner of 
a building, who claimed that negligence of an employee of the tenant 
caused a fire which completely destroyed the building. The company 
which insured the building owner intervened on the ground that, 
as insurer, it had paid the owner the full amount of the policy, $100,- 
000., plus $10,643. rental value. In return for this, the owner had 
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assigned his claims to the insurance company. As the intervener, the 
insurance company sued for $110,643. it had paid the building owner. 
The verdict of the court was a judgment of $198,678. against the tenant. 
This case has been appealed and remanded for reconsideration of the 
judgment awarded, but the point of negligence has been sustained. The 
final decision in this case will be most interesting to those who are 
vitally interested in the liability of tenants in rented property. 


Property damage to third parties resulting from automobile acci 
dents seems to be frequently ignored. Most of us who carry $5,000. or 
$10,000. limits for this exposure believe ourselves to be adequately 
covered, Perhaps that is true 90% of the time, but it does not provide 
protection against a catastrophe. If a company is operating tractor 
trailer equipment or even ordinary trucks or cars in several states, 
coverage in much greater amounts is needed. Consider the case of the 
salesman parked in Cincinnati. His car unexplainably rolled from its 
parked location, sideswiped three cars, causing considerable damage, 
jumped the curb, seriously injuring a pedestrian, ran into and entered 
a three-story building, setting it on fire. Total judgments were over 
$175,000., all of which his employer had to pay except for $5,000. 
paid by the insurance company. Even more recently a tractor-trailer 
got away on one of California’s hills, wrecked twelve cars and destroyed 
by impact and fire a filling station, grocery store and post office. A loss 
of this nature would be enough to cause bankruptcy of many companies. 


The general liability policy is of such importance that the exposure 
present must be thoroughly evaluated before a contract is purchased. 
The contract itself is, or can be, complicated and can be thoroughly 
protecting or decidedly limited. The so-called “comprehensive” contract 
is not what we generally understand by the term. Too many times 
exclusions occur which defeat the protection desired. There are several 
forms of “comprehensive” contracts, some better for one operation, 
some for another, so the only sure method of getting the exact protection 


needed is to evaluate the risks and then fit the contract to the operation 


ipernity Bonps 


The protection of cash and material assets from internal peculation 
necessarily differs with each company. Even two identical businesses 
would need the same amount only by coincidence. The amount required 
must be determined by a study of the system of internal check. Too fre 
quently is heard the statement, “We don’t need any bond. I’ve known 
for years all of those who could hurt us and I trust them implicitly.” 
Never was a more ill-reasoned statement made as it is a well-known 
fact that the majority of peculations are made by old, trusted employees. 
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In fact, they are the ones that are in a position to cause a serious loss. 
Rarely does someone walk off with a bank account or inventory in one 
day. The small losses, constantly repeated, can amount to a large loss 
all too soon. A classic example of this type was described recently in the 
newspapers. A drugstore clerk took $7. per day for eighteen years, 
resulting in a loss of some $37,000. 

The requirements for fidelity protection must be carefully studied, 
taking into account the methods of buying and selling, the internal 
checks relating to accounts receivable and payable, the inventory con 
trol, and the method of banking and disbursing funds. 


S0OILER AND KiNprED EquipMENT INSURANCI 

Boiler and other machinery breakdown exposure needs more study 
than it usually receives. Certain phases of this coverage are expensive 
and a company may spend money foolishly for unwarranted protection, 
although, generally, not enough protection is obtained. 


The location and types of equipment and their effect on both direct 
damage and continuity of operation in case of breakdown or explosion 
must be clearly understood correctly to evaluate what portions of this 
protection are to be purchased. The cost of a boiler destroyed by explo 
sion is frequently a very minor portion of the loss, so protection in an 
mount equal to the cost of the equipment is certainly not enough. 
Those who immediately think of a situation with a low pressure boiler 
and its relatively low potential of accident should bear in mind that 
never does a low pressure boiler explode. At the time of accident it has 
become high pressure because of failure of some mechanical device 
or failure of the human element. 


To this single item of boilers must be added other essential equip- 
ment, some of which we should insure, such as air receivers. and others 
we should not insure because catastrophic loss is remote. 


WorKMEN’s COMPENSATION INSURANCI 
The liability for claims of workmen resulting from physical injury 


received while on their jobs does not require much study. The various 


State Acts outline what is compensable and what is not. 


With this particular kind of insurance, study is needed in order to 
decide what method should be used to pay claims. Keeping in mind 
that, almost without exception, this premium is the largest any com 
pany pays, it will pay to give considerable thought to this problem before 
a decision is made. 


There are many plans from which to choose. One may purchase 
a straight workmen’s compensation policy at a fixed cost, or one of the 
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many retrospective sorts where the cost reflects the loss experience of 
the particular plant. One can combine self-insurance with a pur- 
chase plan, either on a straight basis covering the excess above a cer- 
tain limit for a single loss, or an excess-aggregate contract that guaran- 
tees payment of losses above a certain agreed total amount of losses in 
any one year. 


Again, many factors enter into the choice: the amount of the nor- 
mal premium expended, the types of operations and processes, the possi- 
bility of losses, and the safety programs and procedure being followed. 
One of the positive statements that can be made about a generality is 
that if, from top management down to the worker, safety and safety 
programs are not stressed, then self-insurance or retrospective plans 
are a poor gamble. 


Oruer Types or Exposure 


There are literally scores of other forms of coverage that may, or 
may not, apply to a particular operation. This can only be determined 
after a complete analysis and study of the requirements. 


Some find that products liability is needed, not only for the protec- 
tion of the manufacturer but also for protection of the good will of his 
distributors. This is particularly true of food processors. Although good 
will is an important reason for protecting distributors by extending 
insurance to them, that very purpose may be defeated by an improperly 
designed contract. The possibility of need for cross liability clauses 
must be given thorough study. 


Many will find, after study of the Use and Occupancy require- 
ments, that the destruction of some supplier’s facilities or some con- 
sumer’s property can seriously affect them. If that is true, then consid- 
eration must be given to Contingent Use and Occupancy insurance in 
one of its many forms. 


If, because of the location or particular operation of a plant, or 
the unusual nature of facilities supplying energy so that failure for any 
long period of time might close it down, then the possibility of pur- 
chasing off-premises power protection, or an emergency private supply 
should be investigated. 


The consequence of destruction of accounts receivable records and 
the protection of them through one of several ways, perhaps is too often 
slighted in building an insurance program. 
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INSURANCE PLANS SHOULD BE SCIENTIFICALLY 
DESIGNED AND CONTINUOUSLY REVISED 


In my own office we use a check-list of some eighty common types 
of industrial insurance. Not all of these apply to any one operation, but 
from this number (and there are many others) it can be seen that 
building an insurance program is not a casual matter to be handled in 
spare time, when and if there is any spare time. Component parts to 
an end product are nearly always bought by specification. Insurance is 
no different from any other component. It, too, should be bought by 
specification and all policies should be tailormade. 


Whether he uses a broker, agent, or direct-writing company, the 
burden of deciding what types of insurance, in what amount, and with 
what limits, is the responsibility of the buyer. The representatives of 
the insurance companies will, and should, give what aid they can at 
arriving at the proper coverage, but they are limited by time. 


An industrial insurance program has never been devised so that it 
has been possible to set it up and then point a finger, close the book, 
and say, “This is it.” Insurance is not static and is continually becoming 
more fluid as the profession endeavors to provide the protection needed 
by industry. 


MANAGEMENT 
The emergence of a new management era is the transferring of 
employers from technology to humanics. It is the application of the 
same time, skill, effort, logic, understanding and competency to human 
resources which management applied so successfully in the past to 


physical resources. 


SAMUEL A. APLEY. 
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W* are all aware that in today’s complex world, usage or custom 
will not suffice to govern human behavior and business dealings. 
Yet we know that it is not unusual to find company managements still 
hoping that custom which has developed over the years will suffice to 
determine, inform employees of, and govern their actions with respect 
of such matters as company policy, organization and procedure. 


INTRODUCTION 


First, I offer a few definitions, or rather some assumptions which 
I wish to make in the interest of a better understanding of my later 
remarks. 

1. Policy: The use of the word is frequently confined to a course 
adopted or a rule laid down by top management only, but I look 
upon policy as something which, if not inconsistent with higher 
policy, may be established at any level of management, dimin 
ishing of course in breadth of application as jurisdiction dimin 
ishes. 


to 


Organization: A manual which merely sets forth responsibili 
ties of individuals is not in my opinion a procedure manual. 
Such a manual is simply the ultimate in a set of organization 
manuals. To proceed, a thing must flow, it must have move- 


*An address given at a joint meeting of the Puget Sound and Vancouver Chapters, 
in Vancouver. 
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ment. Organization is the structure, the skeleton, through which 
procedures move. 


3. Procedure Manual: Is a concisely written medium setting forth 
the prescribed manner in which Company policies and organiza- 
tion are energized. 


So a policy manual defines what can be done and why, an organization 
manual gives guidance as to who is responsible for doing it, a procedure 
manual sets forth the mechanics of when and how it is done. 


SOME PURPOSES SERVED BY PROCEDURE MANUALS 


A procedure manual is one of the recognized contro] devices by 
which management can assist itself in the fulfillment of its responsibili- 
ties. Management’s hope that its policies are being correctly applied 
becomes considerably less of an assumption if the application is written. 


It is surprising how often policy can be thought to exist where 
none has actually been formulated; it is surprising how often formulated 
policy is thought to be clear when clarity does not exist. A procedure 
manual developed without knowledge of the underlying policy and 
organization will certainly not be as useful as otherwise, and attempts 
to reflect policy and organization in a procedure can often force man- 
agement to clarify its own thinking. 


It is very desirable that company policy and organization them- 
selves be written and be made available to all who are required to 
recognize and comply with them. In my opinion this can be accom- 
plished best by use of policy manuals and organization manuals. Where 
such manuals do not exist, difficulties in the development of a pro- 
cedure manual can point up the desirability of those underlying 
manuals. 


Usually a supervisor is not well enough qualified orally to instruct 
a new employee in the what, when and how of a job if the former has 
either never performed the work himself or has become unfamiliar 
with it through passage of time. It is of course quite usual to have the 
employee who is leaving a job instruct his replacement, but this is not 
always possible, and, when it is done, it is remarkable how, after a 
series of such oral communications, the originator of a procedure will 
fail to recognize the connection with what finally emerges. Procedure 
manuals are useful tools in the training of new or upgraded employees, 
including those at the supervisory level. I should like to emphasize their 
usefulness where personnel changes occur abruptly, and in cases of 
absenteeism where the work flow must be maintained by using other 
available staff. They can be particularly useful during the period of 
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transition to a new system or procedure. They will also be found 
useful in reducing the repetitive type of enquiry with which super- 
visors and others are often faced. 


By setting down on paper in clear and concise fashion the pro- 
cedures presently existing, the staff is enabled to see the whole panor- 
ama more clearly than is otherwise possible. They can do a more 
efficient job because they have a better knowledge of why they are doing 
it. Mutual understanding is promoted among individuals and groups 
having a common interest in a procedure, and an impartial referee is 
available for settling disputes. 


Finally, a basis is established for the stimulation of ideas for per- 
forming the work a better way. Imagine how useful for this purpose 
can be a bulletin which traces the course of an operation from its origin 
to the ultimate disposition of the reports and forms concerned! Nor is it 
necessary that the stimulant be confined to those directly involved if 
the written procedure is made available to others who have an indirect 
relationship with the primary groups. The ideas which are advanced 
may be calculated to provide better information or better control; they 
will often represent suggestions for effecting economies. 


PLANNING AND MAINTAINING A PROCEDURE MANUAL 


Naturally, it is necessary at the outset that a program for develop- 
ing a procedure manual have the full support of top management. If 
the manual is to contain bulletins requiring the compliance of account- 
ing personnel only, then the approval of the chief accounting officer 
only is necessary, but if bulletins are to be issued requiring broader com- 
pliance broader support is necessary. The existence of that support 
must be communicated to those who are required to comply but only 
to the extent required under the existing circumstances. Most of us are 
averse to those things which are “laid on,” and the selling job is the 
important one—passive acceptance is not enough, a manual must be 
accepted as a useful tool in the hands of those who are to use it; indeed 
its effectiveness depends in large measure on the attention which they 
give it. 

When a bulletin is to be developed, among the first questions 
which should be answered are these: 

What specific policies must be observed in this procedure? 

Who is responsible for defining them? 

Are they in tune with present problems? 

Are they in writing? 
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Insofar as concerns other than fundamental company policy and basic 
organization, it will often be found practicable and desirable to com- 
bine policy, organization and procedure in one bulletin. The one docu- 
ment then answers the what, why, who, how and when. 


To be readily digested and to provide ease of reference, bulletins 
should be issued in standardized form. To expect compliance they must 
be issued to all who are d‘rectly or indirectly responsible for the per- 
formance of the functions which they cover, and to gain the best 
response they should be issued to all other interested individuals or 
groups. Distribution is of prime importance, and requires careful thought 
in connection with each bulletin, because a broad indiscriminate dis: 
tribution can also be harmful. 


Each written procedure must be kept up to date at all times, Noth- 
ing tears down confidence at all levels more than obsolete procedures 
which lack authority. It is difficult to deal severely with unauthorized 
departures from procedure if authorized revisions are not currently 
reflected in the written media. To ensure maintenance of bulletins in 
current condition, record must be kept of all persons holding each 
bulletin. Time is much better spent in revision of the existing manual 
to keep it current than in coverage of additional subjects even though 
the existence of bulletins on those additional subjects is highly desirable. 
It follows that the mechanics for revision must be clearly understood 
(preferably by inclusion in the manual itself), and must not be so 


onerous as to stifle desirable changes in procedures. 


This brings me to my next point. Every procedure which is offici 
ally issued in writing represents a liability since it is not maintained 
in a current position without cost. Is the usefulness of having the pro 
cedure in writing sufficient to warrant both the original development 
cost and the maintenance cost? Those responsible for a decision to write 
the procedure must first be able to answer that question in the affirma 
tive. When a manual is being first developed, it should certainly be 
possible to find procedures to which the answer is a most emphatic 
“yes.” These should be the ones first written. If, on receipt of their first 
procedural bulletin, people say, “Why was this not done long ago? It 
was certainly needed,” receptiveness to further bulletins is improved, 
and success of the development is fairly assured. 


It is necessary to keep in mind that the more detailed a procedure 
bulletin is, the more it lends itself to early obsolescence and the more 


maintenance is required to keep it in current condition. Instructions 
should be basic and phrased in sufficiently broad terms to preclude 


numerous changes; they must also be phrased in terms which will be 
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understood by the employees who use them. They should not be con 
sidered as a-complete substitute for individual instruction. 


ORGANIZATION FOR DEVELOPING AND MAINTAINING 
A PROCEDURE MANUAI 


I should like briefly to consider the performance of the function by 
staff versus line organization. Limitations of budget and personnel are 
factors in determining organization, as is also the degree of importance 
attached by top management to the plan. The size and type of the 
business is a most important factor. For instance, in a small organization 
where procedures are not complex and do not flow through many 
organizational groups, the office manager might well perform the fun 
tion. 


Fundamentally, of course, a line supervisor should take whatever 
steps are necessary toward accomplishing the best possible performance 
of the function for which he is responsible; this should include pro 
viding his staff with written procedures if these will improve pet 
formance, and should include consideration of better tools and methods 
for performing the work. If we take too many of these and similar 
responsibilities off his shoulders, his interest, initiative and the service 
which he can render are unfavorably affected 


What, then, are the disadvantages of assigning to line supervisors 
the responsibility for written procedures? 


1. In practice, supervisors are often found to have their time fully 
occupied—the non-existence of written procedures can be one of 
the contributing factors. Responsibility for developing written 
procedures adds to the immediate burden, with the result that 
the procedure may be inadequately written or not written at 
all; and under such circumstances pressure from above with a 


view to their preparation may net only trouble. 


2. Supervisors may be too close to the activities to view them in 


a critical and impartial manner. 


5. Co-ordination and standardization are limited if not completely 
absent. Procedures are issued in many different forms. their 
distribution is inconsistent, and their scope is limited to an 
extent which detracts from their usefulness for depicting the 


entire flow of an operation 
4. Development and maintenence of procedure manuals can lead 


into such useful fields as forms control. office equipment and 


layout, development and installation of new or revised systems 
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and methods. As already mentioned it can lead into matters 
of policy and organization. When procedure manuals are the 
responsibility of a staff group, the broadening of interest is a 
natural one; but limitations of time and scope make such steps 
by line organization unlikely and, if undertaken, difficult. 
Given an organization of several segments with separation of duties 
between individuals and groups to provide good internal control, I 
believe better results can be achieved by a staff group in the field under 
discussion, but that in obtaining those results relationships with line 
organization are of paramount importance and must be that of servant 
rather than master. Among the direction signs should be the following: 
1. Display of recognition of line organization’s knowledge and 
experience at all levels; 


to 


Realization that line organization has work schedules to main- 

tain; 

3. Avoidance to the fullest practicable extent, both in formal 
mechanics and attitude, of anything which would tend to stifle 
the flow of suggestions for improvements; line organization, by 
virtue of numbers alone, contains the greatest potential for such 
suggestions; 

4. Proper clearance from the bottom rung of organization up, 
before issuance of a written procedure; evidence on the formal 
document of such clearance; 

5. Where approval exists up the line but cannot be obtained at 
some lower level, avoidance of further steps until members 
of line organization have reconciled their views; 

6. Participation of the staff group in actual installation of a new 
procedure, to the extent necessary to ensure smooth transition, 
but no more; 

7. Clear understanding of responsibility for policing compliance; 

from both cost and morale standpoints, I believe the prime 

responsibility should always rest with line organization. 


THE INTERNAL AUDITOR'S INTEREST IN AND 
RESPONSIBILITY IN CONNECTION WITH 
PROCEDURE MANUALS 


CoMPLIANCE AND APPRAISAL 

First, let us consider the internal auditor’s interest in and responsi- 
bility in connection with procedures, whether or not such procedures 
have been reduced to writing. Tue INstrruTE’s statement of “Responsi- 
biilties of the Internal Auditor,” as approved by its Board of Directors 
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in 1947, stated the attainment of the internal auditor’s objectives as 
involving both “ascertaining the extent of compliance with established 
policies, plans and procedures” and “reviewing and appraising the pro 
cedures of the organization in terms of their adequacy and effective 
ness.” 

Replies to a questionnaire sent out by Tue INnsrrrure’s Industries 
Committee in 1944 showed that 147 of 163 respondents both checked 
and appraised the functioning of authorized procedures. 


To sum up, it would seem from directives and practice that the 
internal auditor is responsible for ascertaining compliance with and for 
appraising the financial and accounting procedures, and is also inter 
ested in ascertaining compliance with and in evaluating procedures in 
other areas to the extent he is qualified to do so. 


In order to do these things the auditor must familiarize himself as 


much as possible with existing procedures. To best serve management 
the auditor must in his appraisal of procedures consider not only the 


protective or internal control aspect but also the constructive aspects, 
that is, the possibility of providing better information or of effecting 
economies; often his recommendation must reflect the weighing of all 
three if it is to present a realistic view. 


How can the internal auditor ascertain compliance with procedures 
if he has no means of knowing how far up the line the existing prac 
tice is recognized and approved? He has great difficulty in differentiating 
between departures from established practice and weaknesses in the 
established practice. Then too, short of making a very time-consuming 
survey, the scope of his recommendation must often be limited if it is to 
stand close inspection from the standpoint of both control and economy. 
Well conceived manuals can be one of the internal auditor’s most 
effective tools in ascertaining compliance with and appraising proced 
ures. What I have said with respect of the internal auditor applies in 
large degree to the shareholders’ auditors also. Thus we may add two 


further groups whose purposes are served by procedure manuals. 


By no means should the internal auditor be interested in the exist- 
ence of procedure manuals solely for his own purposes. Where in the 
course of his work he finds or has good reason to suspect that super 
visory understanding of existing procedures differs from what is actu 
ally being done, or on other grounds believes that misunderstandings 
exist because of the absence of written procedures, he should recommend 
that procedures be reduced to writing 


Where procedure manuals exist, the auditor should also satisfy 
himself that they are effective as a management control medium. Among 
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other things he should satisfy himself that they have been properly 
distributed. 


DEVELOPMENT AND MAINTENANCE 

It is upon taking responsibility in this area that I believe the 
internal auditor tends to compromise his independence and freedom of 
action; he may well find on occasion that he also has entered a sphere 
where he is neither particularly interested nor qualified. Let me enlarge 
upon this. 

I said earlier that procedure manuals represent one of the recog- 
nized techniques of management control. Internal auditing is another 
such recognized management technique, and a peculiar one in that 
it “functions by measuring and evaluating the effectiveness of other 
types of controls.” If the internal auditor has been responsible for 
development of procedure manuals how can he then, any more than 
any other originator, stand off and independently appraise the effective 
ness of those manuals? Independent evaluation of that control function 
by the auditor becomes difficult indeed. 

Although we as internal auditors are most interested in financial 
and accounting procedure manuals, I should like to reiterate that I 
am speaking about company procedure manuals; what I have said about 
their purposes, their development and their maintenance applies to any 
company procedure manual, and what I have said about the auditor’s 
interest in them applies, although probably in a less acute sense, to pro- 
cedure manuals other than financial and accounting. Whatever argu- 
ments I have made in favor of their development and maintenance by 
a staff group would argue in favor of a company staff group where 
procedure manuals are to be prepared for all or several of the major 
organizational segments of the company. Would the internal auditor 
consider himself particularly qualified for or interested in taking on an 
assignment of that scope? Naturally, each of us must answer that ques- 
tion in the light of the circumstances in which he finds himself; but 
if management expects him to deal primarily with accounting and 
financial matters, he should not readily permit himself to be placed 
in a position where the time at his disposal for dealing with those mat- 
ters will suffer. 

I have mentioned the necessity for keeping written procedures 
up to date at all times. If this is to be done, maintenance cannot be looked 
upon as something which will be taken in hand as time permits. I have 
also mentioned the logical development of procedure writing into such 
realms as forms control, equipment selection and layout, systems 
studies and organization planning. If the audit staff in general combines 








Company Procedure Manuals and the Internal Auditor 39 


audit coverage with such functions as these, you can imagine what 
happens to the audit program. Remember that a staff performing these 
other functions does not do so on the basis of its independence but as 
a servant of line organization at all levels. The internal auditor is likely 
to find that the only way he can effectively perform both functions 
is to divorce them by segregation of his staff. At that point it becomes 
apparent that he is simply the common head of two functions and two 
groups, and that staff saving through amalgamation has not materialized. 


Having thus spoken in opposition to the idea that the internal audi 
tor as such should be responsible for development and maintenance of 
procedure manuals, I cannot refrain from placing certain limitations 
on my objections: 

(1) The auditor is not precluded from recommending changes in 
procedures, including detailed proposals, nor is he precluded 
from assisting in an installation provided the decision to do so 
is his own and he establishes no continuing responsibility as a 
result; 

2) If the chief internal auditor can effectively administer the 
two functions, I have no fundamental objection to his doing 
so; and 

(3) If the organization is not large enough (or what is more to 
the point not thought by top management to be large enough) 
to include the two staff groups, I would prefer to see the audit 
staff take on both than to be without written procedures. The 
1944 questionnaire to which | earlier referred showed 62 of 
163 responding auditors originating routines and procedures; 
some of them may have commenced doing so because the need 
was apparent and there was no provision elsewhere in the 
organization. 


CONCLUSION 


I hope that those who have already been aware of the usefulness 
of written company procedures will not have that consciousness in any 
way diminished by what I have said. I likewise hope that those of you 
who are not familiar with procedure manuals will take with you a 
favorable impression of them as a recommendable solution to some 
unsatisfactory conditions which you have found, or may find existent, 
in your organization, and, as a tool which can assist you as internal 
auditors to determine compliance with and appraise adequacy of exist 
ing procedures. If you do not have written procedures in your organiza 
tion, I suggest that you consider over the course of several audits whether 
a procedure manual would serve a useful purpose. 
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ANY auditors have considered just what their responsibilities are 

for the records produced by tabulating, or punched card equip- 
ment, and have asked for suggestions aimed at solving their problems. 
If we consider this request for a moment, we will realize that no specific 
suggestion can be made that will cover all punched card systems, for 
they are just as their titles indicate, systems—tailor-made to suit the 
needs of the individual business. Therefore this article will deal with 
the experiences of one company in developing an auditing approach to 
punched card procedures. 


The idea of tabulating is not new—the first machine was put into 
use in 1890, and technical development advanced at a fairly steady pace 
in the following years. However, in the past 15 years, and especially 
since the end of the late war, there has been a tremendous increase in 
the use of punched card equipment and a bewildering number of addi- 
tional functions it can be made to perform. The point has been reached 
where the internal auditor can no longer ignore the machines, either 
willingly or unwillingly, but must develop an auditing technique which 
will include their operations. 


I am of the opinion that many auditors look on tabulating equip- 
ment as one of life’s major mysteries and are somewhat nonplused by 
the cards being jet-propelled through the machines. Nonetheless, we 
can rest assured that the future will see further installations of tabulating 


*Paper given at a New York Chapter Meeting 
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equipment and it behooves us as auditors to follow the advice in the 
saying, “If you can’t lick them—-join them.” 


No matter what technique we might develop we must have some 
one to put it into practice. Therefore, the need arises for auditing per 
sonnel who have some understanding of tabulating equipment. This does 
not necessarily mean that the man must be expert in the field nor does 
it mean that we must procure our auditing personnel from the tabu- 
lating organization. It is granted that certain personnel from tabu- 
lating organizations would develop into excellent auditors, but we must 
guard against those who are so steeped in tabulating procedures that 
they cannot adopt the wider approach so necessary to internal auditing. 
Also it does not mean that every auditor must have an understanding 
of tabulating equipment—although we can recognize that such would 
be an ideal condition. As long as there are some in the organization 
with an understanding of tabulating equipment, we should be well on 
our way to solving our problem. 


You may ask how we can develop this understanding in our audit- 
ing staff. I believe it can be developed in selected auditors in two ways: 
1. By assignments to audits involving tabulated records, so that 


through a process of osmosis a workable knowledge of tabulat- 
ing is obtained, and, 


to 


By arranging for a course of instruction with one of the com 
panies furnishing tabulating equipment. These companies are 
generally very cooperative in arranging such courses tailored to 
fit individual needs. 


So, assuming that we have an auditor who is endowed with sufficient 
understanding of tabulating equipment, let us try to develop a course 
of action for him to follow. This naturally divides itself into three 
major parts. The first of these fulfills one major objective of an internal 
auditor, that of “ascertaining the degree of reliability of the accounting 
and statistical data developed within the organization.” 

The whole process of tabulating is nothing more than inserting a 
variety of information into standard sized cards by means of punched 
holes and processing these cards through a number of machines in such 
a manner as to summarize and print this information in any form 
desired. These cards may be used any number of times and the value 
of tabulating equipment arises from its ability to furnish a variety 
of information from the same deck or group of cards so long as the 
information has been punched in the individual card to begin with. 
The information thus punched into the card by the key punch operator 
is obtained from source documents, such as suppliers’ invoices, shipping 
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tickets, clock cards and all the other documents that a business organiza- 
tion uses. The only additional information contained in the card is 
that derived from the machine's ability to multiply one set of figures by 
another and automatically punch the result into the card. 

Any and all of the information contained in the card can be 
printed either on a tabulation sheet or on the card itself by means of 
the machine. Throughout the entire operation it is only a card with 
holes in it used as a tool to record the information more quickly and 
efficiently. We can look upon it as a storage device for retaining inform- 
ation in standard form until it is ready to be used. In a standard adding 
machine we punch the keys, press a lever and the amount is recorded 
on the tape. In tabulating we cut a card, place it aside for awhile until 
it is ready to be used, and then run it through the machine to record 
the information desired. 

Since this information may be printed and since the card is only 
a tool this resolves the internal auditor's problem of verifying the 
authenticity of results to the task of comparing source documents with 
the finished product. It is not always necessary to refer to the card to 
verify the authenticity of the printed statement any more than it is 
necessary to examine the bookkeeper’s pen to see if the ledgers are posted 
properly. Of course, when tabulating cards are used as source docu- 
ments, such as material draw tickets, clock cards and inventory count 
cards, then the auditor must examine the cards themselves to be sure 
that they are bona fide. More and more we find that the internal opera 
tions of a business are utilizing tabulating cards for such purposes; but 
their examination does not necessarily increase the auditor’s work since 
it merely substitutes a tabulating card for a different piece of paper. 

All of this may sound as though the task of auditing the product 
of the tabulating machines is a simple one but, of course, we realize 
that it is not. We can appreciate, however, that the auditor should 
not be afraid of the tremendous volume of cards he sees. 


One of the most important functions of the auditor is to examine 
the controls which have been established over the tabulating system 
both from within the tabulating unit itself and from data maintained 
by other organizations. After all “internal auditing is that type of con 
trol which measures the effectiveness of other types of control.” Unless 
satisfactory controls have been established and are operating effectively 
any tabulating system is valueless. If management cannot rely on the 
accuracy of the data furnished there is no sense in utilizing machine 
methods, and management should not have to wait for the internal 
auditor’s assurance that the documents produced by the machines are 
reliable. 
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In the tabulating unit itself, there is a multitude of controls cap- 
able of being established. The information produced by the machines 
is controlled by plug boards, which may be called the brain of the 
machine. These are generally pre-wired and a separate board kept for 
each job required. 


They are similar to a small telephone switchboard and are wired 
so that the information contained in the card is recorded and summar 
ized in the form desired. This is done by having the cards pass “reading 
brushes” where the information is picked up and relayed to the printing 
bars and counters. When these boards are not in use they are generally 
stored in an appropriate cabinet. In most cases the wired side of the 
board is covered with a metal cover, bolted to the frame of the board. 
This is normally sufficient protection to prevent tampering with the 
wires for falsifying the information produced and in a well run tabu 
lating unit only certain personnel are authorized to open these boards to 
adjust or change the wiring. This is one type of control. 


Another type of control is that furnished by the machines them 
selves, such as key punch verifiers and multiplication verifiers. Gen 
erally, these are separate machines and the cards have to be processed 
through them. Recent innovations include verifying circuits built into 
the machines, which may be included in the plug board wiring for 
simultaneous verification. Card count circuits may be wired, and thus 
establish a control over the number of cards processed. This will reveal 
any missing card in a tabulation or any excessive cards. In fact, prac 
tically every operation of the machines is subject to some mechanical 
control. 


Finally there are the controls which the tabulating room super 
visor can set up, such as using summary totals of several runs to check 
the combined summary total. 


The controls over the tabulating unit which are maintained by 
other units take a number of different forms—such as the payroll 
department keeping a record of the total number of hours on the clock 
cards sent to the tabulating unit, or the voucher department running a 
tape of invoice amounts before sending the invoices to the tabulating 
unit for processing. Then too, where vouchering is done on tabulating, 
the total of unpaid tabulating cards must balance with the amount 
shown in the ledger as payable to suppliers. 


The auditor should determine that the system in force recognizes 
and utilizes all these controls to the extent practical. He should also 
examine the card handling procedures of the tabulating unit to be 
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assured that adequate protection exists against the possibilities of card 
substitution and manipulation. 


In some cases it will be found that the machines are producing 
information over which no control has been established, such as the 
evaluation of a physical inventory. In such an event the auditor must 
of course make the necessary test checks to assure himself that the 
work being done by the machine, such as extensions and summariza- 
tions, is accurately performed. In many cases the extensions can be 
or have been checked by passing the cards through a verifying multi- 
plier but, other than running the cards through the tabulator again, 
there is no way to check the summarizations. 


It may seem strange, but the auditor cannot always rely on the 
summaries produced by the machine. This can be illustrated by the fol- 
lowing incident. An auditor was checking the annual inventory evalu- 
ation and discovered that one item had been included in the inventory 
where a zero quantity had been inventoried but the value had been 
printed on the summary as $999.99. In running down such an apparent 
discrepancy it was found that the card had been so damaged in pro- 
cessing that the bottom right corner had been dog-eared, so that, when 
it passed through the printer, the portion of the card which would 
ordinarily keep the reading brushes apart was folded over, permitting 
the brushes to make contact and relay the erroneous amount to the 
printer bars. This is just an indication that the machines cannot always 
be relied upon to print only the information shown on the card. 


The second major function of the internal auditor is to recom- 
mend changes for improvement of the various phases of the operations. 
As applied to tabulating, this resolves itself into recommending improve- 
ments in the existing routines or suggesting additional work which 
might economically subject itself to tabulating procedures. This requires 
on the part of the auditor a knowledge of the data produced by his com- 
pany’s tabulating system, a knowledge of the potentialities of the 
machines presently being used and, finally, an awareness of new 
machines developed by the tabulating companies which might be profit- 
ably used. 


All of this knowledge, coupled with the auditor’s usual familiarity 
with the clerical and accounting requirements of his company, can lead 
to substantial savings in clerical costs. It is surprising how often, with 
just a slight change in the type of matter or information punched in 
the card, additional data may be produced at little additional cost to the 
tabulating unit but at considerably less over-all cost to the organization 
as a whole. 
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Again, this depends on the system in force so that no specific sug- 
gestions can be offered, but the thought can be exemplified by a recent 
development in our company. We once had a system set up for tabu- 
lating the payroll but continued to record weekly earnings on a manual 
basis for determining a base rate to use for pensions, This was necessary 
because our pension system excludes from the base rate such payments 
as overtime and miscellaneous allowances. The auditor pointed out that 
by punching into the tabulating card an equivalent number of hours 
paid for—such as 16 hours for a double time day, or 3 hours for every 
two of time and one-half overtime—this information for pension pur- 
poses could be developed as a by-product of the payroll job. He was 
thereby instrumental in effecting clerical savings approximating $25,- 
000 annually. 


Now, many times when the auditor suggests additional work for the 
tabulating machines, a supervisor in charge of the tabulating unit may 
tell him; “There’s just not enough machine capacity for this job.” When 
this happens the auditor who knows machine speeds can determine the 
validity of this argument and can frequently demonstrate to the super- 
visor that the job can be worked in if more efficient use is made of the 
machine’s time. This knowledge is not hard to obtain, and if not included 
in a course of instruction can be obtained from the tabulating companies 
in condensed booklet form. 


In this category of suggesting improvements I might include the 
position of the auditor in respect to new or additional installations. 
Probably some of you have had the experience of seeing a comparatively 
small tabulating unit in your company suddenly burgeon forth to an 
extent such that the next time you tried to make an audit all you saw 
was tabulating cards. This, of course, really shouldn’t happen. To the 
extent possible the auditing staff should be kept informed of these 
installations, and before they take effect review the proposed system 
to see that controls are adequate and that by-product use has been 
explored to the ultimate. Before a proposed system is installed the audi- 
tor may warn the overzealous against being oversold on a tabulating 
system—which sometimes happens. 


Lastly, the auditor should seek for improvements in the system 
itself, and recommend short cuts where feasible—one example—we 
have recently developed an “exclusion system” for our tabulated pay- 
roll, whereby a payroll deck is cut in advance each week, based on 40 
hours. During the week, cards are cut for irregularities, such as lates and 
absences, and these cards included with the pre-cut deck as deductions. 
This development is being tested at one of our smaller locations and 
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present indications are that it will result in savings of two machines 
and two employees or $7000 to $8000 in expense annually. Extension to 
our larger locations should result in proportionately high savings. 


The third and last major function of the auditor is no less important 
than the first two. Stated simply it is “How can the auditor utilize 
tabulating equipment to assist him in his audits?” The big selling points 
for the installation of tabulating systems are the time saving and mul 
tiple-use features. It follows therefore that with this tool available to 
him the auditor should develop as many audit procedures as possible 
utilizing the equipment. By such procedures he will obtain more 
complete coverage of the subject or save time, or in some cases may 
accomplish both. A word of caution might be inserted here. He should 
remember that tabulating equipment is economical only where the cards 
can be used for more than one job. Obviously, it would be the height of 
folly to originate a deck of cards for only one job, such as running a 
list, when it could be done on a typewriter just as quickly, but where 
cards have already been originated and used and can be re-used by the 
auditor to accomplish one of his audit checks then economies can be 
realized. This is relatively virgin territory, and if cultivated properly 
should yield a bountiful harvest. I cannot suggest just what audit 
checks can be performed in your organization by tabulating methods 
because, again, each system is tailor-made, and, to develop the checks 
requires intimate knowledge of the operating procedure in force. How 
ever, I can cite one or two instances in our company where we have 


utilized tabulating methods to our advantage. 

The first case has to do with vouchering. We were interested in 
finding whether duplicate payments had been made either by processing 
an invoice for payment more than once (in spite of a protective perfora 
tion) or by unwittingly processing a duplicate of an invoice which had 
been paid. The operating system in use did not provide for tabulated 
checks, but was designed for accumulation and distribution only. Under 
the system a tabulating card was cut for each invoice, containing per 
tinent information such as the date of the invoice, the purchase order 
number, a supplier's code number, the quantity and the net invoice 
amount. These cards when cut became the Accounts Payable file. As 
payment was made the card was removed from the Unpaid file, the date 
of payment was punched into it, and it was put into a Paid file. The 
cards representing payments were run through the machine at the end 
of the month and the total had to agree with the total disbursed as 
shown by the cash book. (Incidentally, this is an example of a control 
being established outside of the tabulating unit.) These cards were 
retained by the tabulating unit, which was physically and functionally 
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separated from the vouchering unit, so that the possibility of card sub 
stitution was rather remote. Our auditor took the Paid file for six 
months, consisting of 300,000 cards, had the cards sorted by purchase 
order number, and a tabulation run off which showed invoice date, 
supplier’s number, the quantity and invoice amount. This provided us 
with a list of six months’ payments against each purchase order and 
it was a simple matter to determine if duplicate payments had been 
made. Fortunately or unfortunately, depending on your viewpoint, this 
check revealed no duplicate payments, but we felt gratified at being 
able to make such a check, one which under manual procedures would 
have been a practical impossibility. 


The second case concerns our audit of payrolls. Although we have 
made use of tabulating equipment for some years on minor phases of 
payroll work we have recently placed all of our payroll work at cer 
tain of our locations on a tabulating basis. At one of these locations our 
auditors have developed an audit procedure in which they can use 
the equipment on certain phases of the audit. To supply a little back 
ground information: at the location involved there are 25,000 employees 
on the payroll and, understandably, they cannot be all paid at one 
time. The payrolls therefore are divided by days and certain depart- 
ments are paid each day. In addition, a location of 25,000 employees 
must of necessity keep numerous personnel records to supply the variety 
of information which management requests. Each employee is also 


assigned a number, called an “E” number. for more ready identification 


The operating system provides for three basic tabulating cards, a 
personnel card, a name and rate card, and a tax card. The personnel 
tabulating card is used to prepare rate review details and other personnel 
information, and is so arranged that it can be sorted alphabetically. 
The name and rate card is used as a master card for inserting name, 
rate information, clock card headings, withholding tax exemptions and 
other similar information into weekly detail cards. This card is orig 
inated and maintained separately from the first card. The tax card is 
originated for each employee to record the cumulative amounts of 
income tax withheld and earnings subject to social security tax. With 
this information available the auditor proceeded as follows 


1. A complete deck of personnel cards was reproduced and interpreted 
for the auditor’s use. The term “interpreted” means the printing of 
the information contained in the card on the card itself. 


to 


A complete deck of name and rate cards was reproduced. The auditor 
found that this file was replaced by the operating organization from 
time to time because of excessive wear and tear that it received, so 
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he left the newly reproduced file with the operating organization for 
their own use and appropriated the old deck for his own use. 


Both decks of cards retained by the auditor were sorted into depart- 
ment and clock number order and passed through a machine where 
they were matched, controlling on the employee number and rate 
as well as the department and clock number. All unmatched cards 
were investigated. The data entered on both decks come from the 
same source but different organizations control each deck. This 
mechanical check is made to disclose errors of commission or omis- 
sion on the part of either organization. The operating organization 
has thought so well of this check that they have included it in their 
routines on a periodic basis so that should similar situations occur 
in the future they will not go undisclosed for any length of time. 


Proceeding on the assumption that a withholding tax card would be 
originated for every payroll account, whether bona-fide or spurious, 
and that such a card must be on hand to balance the weekly cumu- 
lative record of taxes withheld, the personnel cards were matched 
with the summary tax cards for the period under audit. As these 
personnel cards had already been matched with the name and rate 
cards it was felt that this check would disclose any illegitimate 
accounts. 


The personnel cards were then sorted in employee order and a list 
run. This was examined in detail for instances of employees listed 
twice so that excessive payments to legitimate employees through 
the medium of duplicate records might be disclosed. When through 
with this check the auditor could be reasonably well assured that 
any payroll padding through paying unauthorized employees or 
through paying an authorized employee more than once would have 
been discovered. As far as checking weekly earnings to be assured 
that no employee was overpaid either through error or deliberately, 
this is a job which must still be done manually. 


By-Product uses of these decks of cards were as follows: 
1. Cards for employees under 18 years of age were sorted out of 
the deck and a list run. This list was used for checking pro- 
cedures for compliance with the Fair Labor Standard Act. 


to 


Personnel data cards for employees who had left the com- 
pany were sorted, first, in payroll order for checking their 
removal from the payrolls promptly and, second, by em- 
ployee number for a check of their employee folders for 
proper leaving notices, etc. 


_—_ 


we 
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3. Name and rate cards were selected at random for a detailed 
manual review of earnings. After this check they were 
matched with personnel cards and the latter listed in alpha- 
betical order for verification of rates of pay with the em- 
ployees’ historical rate card. 


This procedure resulted in our obtaining much more complete 
coverage on certain phases of the audit, such as getting a 100% check 
of payroll records against personnel cards, and also resulted in an over- 
all savings of 55 to 60 man days in performing the entire audit. In our 
opinion this is just a beginning, granted a large beginning, but we feel 
that further refinements can be worked out and additional savings 
realized or more complete coverage attained. 


To sum up: our responsibilities to management in connection with 
tabulating equipment are three-fold; first, to assure management that 
the products of the system are authentic and that proper controls have 
been established; second, to search out further applications of tabulating 
so that additional economies may be realized; and third, to adapt tab- 
ulating equipment to our own use wherever possible so that we may 
provide the best auditing service at the lowest possible cost. 





It is not the facts which guide the conduct of men, but their 
opinions about facts; which may be entirely wrong. We can only make 
them right by discussion. 

—Sir NorMan ANGELL. 
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PLAN OF ORGANIZATION 


YSTEM design as an aid to internal control should start with the 
S plan of organization. From an organizational standpoint, our 
accounting department is breken down into functional activities which 
we call units and any other more minute breakdown is referred to as 
a section. In no case is a particular unit an accounting department in 
itself. For example, an invoice is prepared by the billing unit, exten 
sions are checked by the calculating unit, quantities billed are tied-in 
to daily totals of shipments from the various plants by the calculating 
unit, quantities are tied-in to monthly totals of shipments from the 
various plants by the cost section of the general bookkeeping unit, the 
invoice is posted to the auxiliary ledger by the accounts receivable unit, 
and the monthly totals of billings are posted to the general ledger by the 
general bookkeeping unit. Responsibility for the collection of the invoice 
is vested in the Treasury Department which is separate and distinct 
from the Accounting Department. I will not go into detail describing 
the functions of each unit but merely state that we have a group of 
individuals performing specialized tasks for all of the operating depart 
ments of the Company instead of having a group of individuals per 
forming all of the accounting functions for a particular operating 
department. Such a plan of organization does not cause a duplication 


*Paper given at a meeting of the Tulsa Chapter. 
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of work nor does it cause unnecessary work. After all, the functions 
have to be performed, and if they are performed by numerous units 
instead of a single unit, then I believe that the plan of organization 
is such that sufficient internal check is obtained, thus obviating the 
necessity for a certain amount of internal auditing. 


CASH CONTROL 


There is nothing unusual in our control of cash; but you may be 
interested in a very brief resume of what we do. All items are vouched 
for payment by our Auditor of Disbursements who is the head of the 
Accounts Payable Unit. ‘The checks are all prenumbered by the printer 
and we do not have a supply of unnumbered checks to take care of 
spoilage in the normal routine. The checks are written on a machine 
which automatically makes two carbon copies of the one-line payee 
and amount typed on the check. The carbon copies are not single 
sheets for each payee but, instead, the payees and amounts are shown 
one typewriter space apart. The machine is equipped with a register 
so that the total disbursements at the end of each day are cleared 
onto the carbon copies. One of the carbon copies is sent to the Treasury 
Department and the other carbon copy serves as the check register. 
Any mutilated check must be corrected by a machine entry on the car 
bon copies and the new check written in the usual manner. When we 
installed this system, there was considerable opposition to the plan 
because of the work involved in making a correction (heretofore, it was 
a simple matter to take an unnumbered check and replace the mutilated 
one). However, after the aches and pains of the changeover were over, 
we found that there was a steady decline in the number of errors on the 
checks. In other words, we achieved better internal control and better 
efficiency in the same move. 


The check is signed by the Auditor of Disbursements and the Trea 
surer with all vouchers attached so that any item may be readily chal 
lenged. The check register is passed to the calculating unit for verifica- 
tion of the daily total and then sent directly to the general bookkeeping 
unit for bank reconciliation purposes. All checks honored by the bank 
are received intact by the general bookkeeping unit. The reconciliation 
of the vouchers payable at the end of each month is made by the 
tabulating unit. All cash received is deposited by the Treasury Depart 
ment and the general bookkeeping unit makes the distribution from 
copies of remittance advices accompanying the cash receipts. You will 
note that our control of cash is designed to follow the plan of organiza 
tion previously outlined. 
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ACCOUNTS RECEIVABLE CONTROL 


The accounts receivable ledgers are a responsibility of the Account- 
ing Department and the collection of the accounts is a responsibility 
of the Treasury Department. The actual credit entries resulting from 
cash receipts are made by the general bookkeeping unit which pre- 
cludes the possibility of the person receiving the cash making a diver- 
sion through control of the entries. The authority to charge off accounts 
because of non-collectibility rests jointly with the Accounting and 
Treasury Departments. 


MERCHANDISE STOCKS INVENTORY CONTROL 


Perpetual inventory records of quantities are maintained and these 
are checked against the physical facts by cycle inventories. These Inven- 
tories are taken by the Material Unit which is a part of the Accounting 
Department. All differences are analyzed, and it takes executive approv- 
al by the operating departments for any write-off. Summaries in total 
of these write-offs appear in the regular monthly operating statements. 


You will note that I referred to the perpetual inventories in terms 
of quantities and made no reference whatever to the monetary value. 
Our theory in this connection is that we will account for all quantities 
through the point of passing title to an outside party, at which time 
we will make sure that the correct unit price is used in the billing. To 
us, it is more important to know that we are short one item than it is 
to know that the inventory was reasonably close in monetary value 
without any knowledge of whether or not every item was accounted for. 


Each year we prepare an account of stocks of all liquid products. 
This statement was added a few years ago because of the complexity of 
an integrated company wherein we are producing and purchasing crude 
oil, blending stocks and finished products. By making such an account 
of stocks, we are able to satisfy ourselves that all internal movements 
of stocks are accounted for by the receiving point. 


FIXED ASSETS CONTROL 


Many a business carefully controls postage stamps but does not check 
the physical existence of fixed assets which constitute the largest item 
on its balance-sheet. How can quantitative control of fixed assets be 
achieved without needless clerical expense? 


The first step is to maintain a perpetual inventory of fixed assets 
that can be controlled without unreasonable clerical expense. (Studies 
such as those performed by the Petroleum Accounting Society on classi- 
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fication of controllable and non-controllable material on partnership 
properties will provide a guide for your particular definition.) Mere 
voucher references under general headings which group many items 
are not sufficient. Such property records place the emphasis on the 
amount of money and not on quantitative control. Visualize the prob- 
lem in the same light as perpetual inventory of merchandise stocks. 
The form will vary to a certain extent because there are relatively 
few withdrawals, but basically the problem is the same. 


The second step is to maintain cycle inventories to check on the 
accuracy of the property record. As in the case of merchandise stocks, 
periodic check of perpetual inventory is much better than taking a com- 
plete inventory at the close of the fiscal period. Such large-scale inven- 
tories are usually susceptible to numerous errors because they are pre- 
pared hurriedly and with inexperienced personnel. If the work is spread 
out over the entire accounting period, it can be done by an experienced 
crew that will verify the perpetual inventory record. Then the book 
inventory of the fixed assets will be as reliable as the book inventory 
of the raw materials, etc., at the close of the accounting period. 

The third step is to reconcile differences between actual inventory 
and book inventory on the books. This involves the same technique 
used in the case of merchandise stock. In-transit items must be taken into 
account. Proper contro] is expedited if the head of the inventory unit is 
a qualified accountant so that the results of the inventory will be cor- 
rectly interpreted. 

After achieving quantitative control, what about the use of esti- 
mated costs? Perhaps the fixed asset was acquired on a turn-key job. 
If it was, it has to be broken down in the terms by which it is going 
to be controlled. Estimates are entirely satisfactory and we have no 
hesitancy whatever in using them to record partial retirements of fixed 
assets, as far as the amount of money attributable to each item is con- 
cerned. As a matter of fact, you may be able to save considerable clerical 
expense if you will minimize the importance of the money with respect 
to the control over the physical asset. 


ACCOUNTS PAYABLE CONTROL 


In general, the duties of the Purchasing Agent should be to procure 
the required materials at the required time and at the best price. It is 
my opinion that the duties should stop at that point instead of the pur- 
chasing agent receiving the invoices from the vendor and obtaining 
the receiving report from the field. If the Purchasing Agent will send 
the Accounting Department’s copy of the purchase order to the Accounts 
Payable Unit of the Accounting Department, the vendor to send the 
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invoices directly to the Accounts Payable Unit, and the field to send 
the receiving reports directly to the Accounts Payable Unit, then I 
believe that adequate internal control will be obtained. With such a 
system, it would take the collusion of the Purchasing Agent, the man 
in the field, and the vendor in order to pass fraudulent purchases. With- 
out such a system, I doubt if you would relinquish much more internal 
control, if you were to proceed with the next step and let the Purchasing 
Agent issue the checks to the vendors, 


Of course, at some point in your system it is necessary to trust 
certain individuals and perhaps one of the most important audits that 
can be made is an audit of the personnel before they are hired. We heat 
so much about the scientific methods of aptitude tests to determine the 
nature of the work and the skill for a particular job. 1, for one, would 
like to learn more about scientific methods of testing for loyalty and 
honesty before placing an individual on a particular job. If this is not 
important, then why did a large mail order house hire an FBI agent 
as Comptroller a few years ago? It seems as though each individual 
has his own definition of honesty. One person would never take 5¢ in 
cash from the petty cash box but the same individual would have no 
hesitancy to take a 3¢ stamp from the Company to mail a personal 
letter. Another person would not take 60¢ in cash from the petty cash 
drawer but his conscience would not bother him to take a box of lead 
pencils from the stationery room. What relationship do these remarks 
bear to the internal control of paying for products and services? Simply 
this: the Purchasing Agent must be loyal and honest in accordance with 
your definition and, then, we should remove as much temptation as pos- 
sible from his path. The three-way check to remove the temptation on 
purchases is the best method of which I have knowledge. 


In one company for whom I worked and in which I changed the 
system to establish the three-way check on purchases, | met with con 
siderable resistance to the change. Shortly after the change, a membet 
of the Purchasing Department called me, wanting to know when cer 
tain vendors were going to be paid on certain invoices. I told him to 
tell the vendor to call me directly, which the vendor never did. I became 
suspicious and decided to run a little test check on the particular ven 
dors which the Purchasing Department mentioned, the check consisting 
of deliberately delaying the payments to these vendors to see what 
would happen. The vendors never called or wrote concerning the delay, 
but the member of the Purchasing Department called and, of course, 
I gave him the same instructions, to have the vendors call me. What 
we uncovered was the fact that the member of the Purchasing Depart 


ment made a deal with the vendors for a personal commission, but the 
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vendor agreed to pay the member of the Purchasing Department only 
when he received payment for the invoices. The Purchasing Depart 
ment’s interest in the rapid processing of certain invoices was prompted 


by desire to get the personal commission as soon as possible. 


The alove outlined procedure will not take care of all purchases 
for companies having scattered operations. In the daily routine of get 
ting the job done in the field, it becomes necessary to make emergency 
purchases. Oftentimes, the practice is for the employee to get the 
materials, secure the invoice from the vendor and then make a confirm- 
ing requisition, from which the Purchasing Department prepares a con 
firming purchase order. | may be wrong, but I believe that the confirm 
ing requisitions and confirming purchase orders are a waste of time 
and money and do not add to the internal control. As a matter of fact, 
such a system has little, if any, internal control. In our Company, we 
take a different approach in our system design by analyzing the nature 
of these transactions and then establishing a practical system of control 
at minimum expense. First of all, let us look at the facts in terms of 
our desired three-way check on purchases. In this instance, the purchas- 
ing function has been delegated to the person receiving the material. If 
such a procedure is necessary to operate properly in the field, then we 
cannot deny that such a delegation has occurred. That means that two 
points of the three-way check have been combined in order to operate 
efficiently. However, the delegation of the third point of the three-way 
check, namely that of the independent check of the vendor's invoice, 
should not be delegated to the field. Otherwise, the same line of reason 
ing could be used as in the case of the Purchasing Department match 
ing invoices, receiving reports and purchase orders. You might just as 
well delegate the responsibility for writing the checks to the field repre 
sentative making the purchase. We have issued the following instruc 
tions to all vendors from whom we are making emergency purchases 
in the field: 


1. Furnish two copies of the delivery ticket to the individual 


receiving the materials. 


2. Send invoices covering such deliveries directly to the Accounts 
Pavable Unit 


Our theory in the above procedure is this: the purchase order is 
oral and nothing is added by insisting that our representatives reduce it 
to writing since the vendor has to do the same thing when he prepares 
the delivery ticket. Therefore, we construe a copy of the delivery ticket, 
signed by our representative and forwarded by him to the Accounts Pay 
able Unit, as a purchase order. Inasmuch as this agrees with the facts, 
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I do not believe that a rewriting of the delivery ticket by our representa- 
tive in the form of a confirming requisition adds anything. However, 
if you are reluctant to eliminate both the confirming requisition and 
the confirming purchase order, you might take one step at a time and 
eliminate the confirming purchase order. Then the independent demand 
for payment directly from the office of the vendor to the Accounts 
Payable Unit in the form of the invoice makes it possible for us to 
have a two way check on purchases. We have met with a certain 
amount of objection to this procedure, particularly in insisting that the 
invoices be sent directly to the Accounting Department and not to the 
field representative. Frankly, I believe the objection is due to the fact 
that the purchase has been made without regard to price and the field 
representative wants the invoice to know what price he should place on 
the copy of the delivery ticket. To me, the ascertainment of the price to 
be placed on the delivery ticket is not sufficient reason to give up the two- 
way check between the office of the vendor and the approved delivery 
ticket, checked by an independent third party in the form of the Ac- 
counts Payable Unit. This method of procuring material in the field 
carries some risks but, in any business, you have to assume some risks. 
That doesn’t mean that we cannot close the door to the possibility of a 
field representative making emergency purchases over an extended 
period of time without our knowledge. 


CONCLUSION 


The foregoing discussion does not attempt to complete the entire 
picture of our internal contro] through system design, because time 
would not permit such a lengthy dissertation. However, I have attempted 
to give a few examples of the way that we achieve internal control 
through system design with the thought in mind of illustrating the pat- 
tern we are following. 
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HE first thing that should be given consideration in selecting inter- 
nal auditing personnel is the position of the internal auditor in the 
corporation. 

The work of the internal auditor in a corporation with widespread 
activities places him in a far different position than that of any of his 
fellow employees. For the main part, men in the financial and account- 
ing departments are sitting at their desks day in and day out. They see 
their immediate supervisors frequently. Their work is usually closely 
supervised, and there is ample opportunity for discussion with others 
in the department and with the department heads. Internal auditors, 
on the other hand, usually spend a large percentage of their time away 
from their home office. This, of course, gives rise to different types of 
problems in discipline, communication, instruction, education, health, 
and morale. The traveling auditor is very much a one-man show, and 
the head of the department has to recognize that fact. The department 
head or supervisor must select men who can be trusted to conduct them- 
selves properly when they are away from the headquarters office just the 
same as if under his eye. He must have men who can exercise tact and 
judgment. 

The internal auditing profession is at a disadvantage when it comes 
to selecting personnel because auditing has not been taught in colleges 
and universities until fairly recently and now only to a limited degree. 
It is unlike other professions such as medicine, law, and engineering. 
Most young men starting to college have made up their minds as to 
whether they want to be doctors, lawyers, or engineers and work to that 
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end. Very few enter college with the idea of becoming internal auditors, 
and therefore this training usually comes after completion of their col- 
lege education. 


There are three sources from which auditors may be selected: 


1. Company men in other departments 

2. Qualified individual applicants 

3. Graduates of colleges and universities 

I mention, first, company men in other departments because they 
already have certain qualifications which those in the other groups must 
acquire. They have a working knowledge of the company’s products, 
its general organization, and its policies. We know, at least, that they 
have passed certain fundamental tests. In the interest of the company 
men, it is well to make it generally known throughout the organization 
that there are certain educational and technical prerequisites to be met 
by the junior internal auditor and the extent to which these qualifica 
tions may be acquired by ambitious employees on the job in other 
departments. The company men who study after working hours to 
acquire these qualifications will come with the best kind of evidence 
of initiative, determination, and persistency as well as with a working 
knowledge of the company’s operations. 

In selecting from qualified individual applicants, we may be able 
to pick men with experience in public accounting or internal auditing 
with other companies. These individuals will have gained the funda 
mentals of auditing. They will, however, have to acquire a working 
knowledge of the company produc ts, its general organization, and its 
policies 

In selecting from university and college graduates, we may acquire 
men with a theoretical knowledge of accounting and possibly a mini 
mum knowledge of auditing. Training of this class of personnel is very 
slow and must have very close supervision. As we all know, there is 
a transition period through which these graduates must go. Many of 
the things they have learned in theory will not apply in practice. 


In selecting personnel from any of these classifications, there are 
three additional qualifications that should be given careful consideration: 
1. Character 


He should be of unquestionable character and reliable. He 
should be able to co-operate and work smoothly with all his 


associates and continually try to improve his workmanship. 
He should be on the job at all times regardless of surveillance. 


He should exhibit both personal and business “good conduct.” 
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He should be essentially fair. He should have a pride of work 
manship which will spur him to a continually higher standard 
of workmanship. 

2. Ability 


Wholly apart from his education and business experience, he 


~ 


should possess natural keeness, initiative, ingenuity, reasoning 
power, analytical ability, and good judgment. He should have 
the ability to recognize matters which are important as dis 
tinguished from those which are un-important. He should not 
be bound by routine. He should be able to concentrate and to 
reason from primary facts to sound conclusions. 
3. Personality 

He should be friendly, speak pleasantly, present a neat appear- 
ance, possess poise, tact, and the ability to create a good im 
pression. This is particularly important since his duties will 
bring him into contact with individuals at various levels of 


authority as well as with the rank and file of employees. 


An internal auditor is something more than an auditor in the nar 
row sense in which the term is frequently used. He is primarily a rep 
resentative of management. His job is to confirm the accuracy of 
recorded data and to make a constructive appraisal of accounting and 
operating procedures. It is up to him to do a lot of unofficial helping 
with all kinds of operating problems as well as making official reports 
through proper channels. 


His working relationship with other people is much closer than 
that of a general accountant. As a direct representative of management, 
he assumes executive responsibility for the smooth working of the 
organization. If he is properly trained, his work should be like so much 
lubricating oil on the operating machinery. If he isn’t, it may be like so 
much sand. Before planning a training program for anyone with a job 
like that, we should see what traits of character and ability are most 
essential to his success. We can then plan our training to develop 
the most desirable qualities. 


The most important quality of an internal auditor seems to be aptly 
expressed by the phrase “indirect executive ability” or “the ability 
to get things done with neatness and dispatch without assuming direct 
control.” It is primarily “executive” rather than “operating” because 
the main problem of the “operating” is to get the job done right. It is 
“indirect” because the auditor does not set himself up as a boss in 
any department. His problem is rather to persuade the boss in each 


department to act in conformity with the policies of management, pre 
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ferably without letting the boss know that he is being persuaded to do 
anything. 

It takes more than a knowledge of accounting debits and credits to 
do a job like that. It involves human understanding and sympathy. It 
requires ability to see and understand the other fellow’s point of view 
and the technique of gaining confidence and co-operation through 
analyzing every problem impartially in terms of profit and loss to the 
company as well as to the individual. 


Our training program should utilize every means to develop that 
rare ability and technique. Factors in this development are the books, 
articles, and literature that have been published. This literature should 
help by creating in the mind of each internal auditor a more complete 
and precise concept of his responsibility as such and a better under- 
standing of “indirect executive ability” whether or not he knows it by 
that name. 


Another factor is the influence which senior auditors naturally 
have on those whom they are training. A junior auditor necessarily 
gets his ideas from two sources; from his practical experience on the 
job under supervision and from his organized training. The two should 
be co-ordinated. We may plan a thorough course of training and put it 
into use, but it will not be 100 per cent effective unless the impressions 
which the junior gets on the job are consistent or at least reconcilable 
with those which he gets from his formal training. 


We must recognize too that this consistency cannot be literal. 
It is not likely that the organization and procedures in a particular 
company will be the same in every respect to those outlined in train- 
ing textbooks. In some cases, there may be direct contradictions; but it 
does not follow that the texts are all wrong or that the company pro- 
cedures are all wrong. 


When a junior finds an inconsistency between his training and 
what he is doing on the job, he is likely to jump to the conclusion that 
his training did not mean anything. We can save him valuable time by 
drawing him away from that conclusion. That does not mean telling 
him that there is no inconsistency. We cannot solve a problem by deny- 
ing its existence. Usually it is merely a matter of pointing out that the 
terminology and procedures customarily followed in practice cannot be 
repealed overnight even though a change may be desirable. We can 
help further by emphasizing that the primary purpose of his training 
is not to lay down arbitrary rules but is rather to get him in the habit 
of thinking clearly. The very fact that he senses an inconsistency is 
evidence that his training is having the desired effect. 
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A conscientious junior may make a much too literal interpretation 
of the problems and solutions in his training texts. He may sometimes 
miss the significance of that phrase, “of a relatively material amount” 
frequently used in his training. He may carry his ideas of abstract 
perfection so far that they become practical absurdities. He may waste 
time seeking textbook authority for everything without realizing that, 
in most practical situations, the right decision must come from his 
own reasoning. These are some of the tendencies which we should 
see and correct without destroying the junior’s faith in his training or his 
desire to get more of it. 


The problem cannot be relegated to a training program and for- 
gotten on the job. It calls for teamwork with those who assume responsi- 
bility for the training. 


Another factor is to plan or arrange for the internal auditors to 
become acquainted with department managers and key men in the 
organization. An internal auditor can do his job better if he gets along 
well with department men. It helps internal auditors to get a more 
sympathetic understanding of the point of view of department men, and 
it also helps the department men to get a better appreciation of the 
internal auditor as a constructive co-ordinator and regular fellow. 


Another factor is the study of company literature. As a representa- 
tive of management, an internal auditor should be familiar with the 
history of his company, its organization, sources of revenue, opera- 
tions, and policies. The question of deciding just what information of the 
kind usually considered highly confidential should be made available 
in training the internal auditing staff should be carefully worked out. 
The part decided upon should be included as a distinct confidential 
part of the training to help the internal auditor specifically in securing 
proper adherence to company policies and to build his own morale. 


The supervising auditor should spend considerable time person- 
ally with the new staff member, not merely greet him and then, so to 
speak, fling him out to commence his work. He should explain the 
responsibilities, the policies, and the standards of the Internal Auditing 
Division; emphasize the importance of sound thinking in the approach 
to auditing; discuss various aspects of the new professional life the 
member is entering; and explain the degree of reliance which top man 
agement of the company places on the activities of the division. 


Before receiving any work assignment, the new member should 
read the policy or procedure manual and departmental bulletins or 
instructions to get an over-all view of his future responsibilities. He 
should also read a carefully selected group of audit reports to get a 
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general idea of the nature of internal auditing work and to observe 
the end product thereof. From these reports should come the initial 
consciousness of the idea that all the hard and conscientious work that 
may be done during audits is valuable only to the degree that it can be 
translated into clear, intelligent, and interesting reports upon which 
management can act. 


The new staff member should be assigned to work with several 
of the older auditors in succession. Each of them will contribute to his 
development, and each of them will see him from a different viewpoint 
and discover different tendencies in him. If he is studious, he will 
learn something from each of them that will fit into the pattern of 
ability and personality which he is building, as well as gain experience. 
Comprehensive training requires variation in assignments. Continuous 
restriction of an individual to a certain job or phase of the work may be 
interpreted as lack of confidence in his ability to handle more complex 
assignments. The assumption of responsibility within the limitations 
of sound judgment should be encouraged as a means of stimulating 
healthy reaction to the job as well as promoting the individual's develop 
ment. 


Training new auditors is also good training for the older auditors. 
Formula auditing is a pitfall that we must constantly guard against. 
When one is engaged on repeat audits, that is, going over the same 
ground month after month, year after year, he becomes so familiar 
with established procedures and general conditions that he is apt to 
fall into a set pattern of audit. He is quite likely to make too many 
assumptions when he should determine facts, and his acquaintance 
with the personnel and developed friendships are apt to throw him off 
guard and dull his alertness. In discussing the policies and procedures 
and explaining the auditing methods to the new staff member, the 
older auditor revives his enthusiasm for his work, which puts him in a 
renewed defensive attitude. 


Staff meetings of all the internal auditing staff should be held regu- 
larly, probably as often as once each week. Various auditing problems 
that have confronted the auditors during the week can be discussed. 
Important changes in company policies and instructions can be reviewed 
in order to keep auditors up to date and to have a definite understanding 
of the application of new instructions. New auditing methods can be 
developed to meet changing company operations. These meetings are 
valuable, not only to the new member but to all members of the staff. 
If we have several new members on the staff, a lot can be accomplished 
at staff meetings by having one of the older members read and explain 
some of the more important accounting bulletins or instructions. It is 
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hard for new members to understand the full meaning of these instruc- 
tions when they read them because of their lack of familiarity with 
the actual work performed. 


A certain amount of standardization is obviously beneficial and 
completely necessary; however standardization to the point where 
initiative and imagination are stifled is not good. The important thing 
is to avoid overstandardization. Too much standardization precludes the 
opportunity for display of ability which should merit recognition, and 
it tends to make of the auditor an automaton who feels a lack of security 
because he is filling a routine job in which he can easily be replaced. 
He has less opportunity to display his individual talent and thus make 
progress. 


The natural inclination of a new auditor, who has desired for pet 
haps a long time to become a member of the auditing staff, is to make 
a showing in order to prove that he was a worthy selection. He deter 
mines not to miss anything. He is apt to be overtechnical, to make 
too much of a minor error, to be too demanding, or to take himself too 
seriously. 


He should be educated, not only through initial instructions but 
also through close observation and kindly correction when needed, to 
develop the right attitudes toward and relationship with those whose 
work he audits. They should be such as to create respect for and appreci 
ation of his work. He should be businesslike and yet natural and pleas 
ant. He should assume that operating employees have performed con 
scientious and intelligent work and that his responsibility is to determine 
the facts which justify that assumption. Gradually, throughout his 
period of service, each staff member should develop that kind of bearing, 
tact, and adherence to organization procedures which so greatly enhance 
the value of his work. 


The extent and length of training depends upon the organization 
plan of each internal auditing department. If the auditors specialize 
in only one department of the company, their training period will be 
much less than if they are required to be all-around auditors and be 
able to make audits of all departments and subsidiary and affiliated 
companies. The training in either instance will start at the same point 
and proceed in the same general direction, In the latter instances, how 
ever, the auditor, after becoming familiar with the work of one depart 
ment, must branch out to other departments of the company. 


If the internal auditing department has been charged with the two 
major responsibilities, first, to do an outstanding job of internal audit- 
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ing and, second, to train its personnel for positions of greater responsi- 
bility, then the broader training of the personnel is essential. 


Internal auditing is of little value if it does not lead to corrective 
action. To accomplish this, the responsible executive must first be in- 
duced to read the report. The report must be interesting enough to pro- 
duce a desire to read it; therefore every staff member should develop 
the ability to portray the results of his work clearly, concisely, con- 
vincingly, and attractively. 

The junior auditor should be afforded the opportunity to partici- 
pate in discussions preliminary to the preparation of reports so that 
he may see how the result of his work is fitted into the reports to man- 
agement and becomes an integral part of them. From his first assign- 
ment, each auditor should be required to write a report on his own 
findings. This should be discussed with the auditor in charge as to the 
best manner of presentation. The complete audit report should be edited 
by the supervisor of the auditing division and discussed with the auditor 
who worked on the assignment before presentation to the operating 
executive. Frequent discussions in staff meetings and with individuals 
are needed to develop the latent ability of every staff member to write 
good, interesting, action-getting reports. 


The emphasis on approaching each phase of audit work from the 
standpoint of its purpose and value should not stop with the initial inter- 
view. Where necessary, each staff member should be reminded of the 
objective viewpoint until it becomes an ingrained part of his mental 
processes. Then he will ask himself not what he is to check but what 
facts he is to ascertain. 

When an auditor has learned that techniques and his thinking 
and ability indicate maturity, he should be closely observed and fre- 
quently counseled with respect to leading others. After he has demon- 
strated that he is industrious, thorough, adaptable, logical, and uses 
good judgment and that he handles himself well and reports his findings 
interestingly, then he should be put in charge of simpler audits first and 
gradually developed in leadership qualities until he can handle the most 
difficult assignment. 


RANDOM REMARKS ON THE 
RESTRAINT OF RASCALS AND ROGUES" 


By O. L. LUPER 
ASSISTANT GENERAL AUDITOR, 
HUMBLE OIL AND REFINING COMPANY 





Mae Luper is a graduate of the University of Oklahoma and is a 
Certified Public Accountant of Texas and New York. Prior to the war, 
Mr. Luper was on the staff of Price, Waterhouse & Co., and during the 
war he served as Executive Officer of the Jersey City Quartermaster 
Depot. Mr. Luper is a member of the Houston Chapter of Tur Inst1 
TUTE oF INTERNAL Aupitors, the American Institute of Accountants, and 
the Texas Society of Certified Public Accountants. 











INTRODUCTION 


T is never wise for one to allow one’s self to be lulled into a sense of 

false security by the success of past endeavors. The value of self 
appraisal was well illustrated, I think, by the colored boy who stepped 
into a public telephone booth and dialed a number in the residential 
district. He had left the door of the booth open and a man waiting his 
turn for the phone overheard his end of the conversation. It ran like 
this: “Is this Mr. Johnson? . . .Well, Mr. Johnson, I read in yesterday's 


paper that you want to hire a boy . . . Oh, you have already hired a boy? 
Do you think he will be satisfactory? You are sure then that the boy 
you have will be satisfactory? ...” Then, the boy hung up the receiver 


and started out. The man who had overheard the conversation wanted 
to hire a boy himself so he said, “It’s too bad you were not able to get 
that job you wanted.” Much to his surprise the boy replied, “But I al 
ready have that job; I'm working for Mr. Johnson now and I was just 
checking up on myself.” 


Although it is a simple one, this little story, to me, epitomizes the 
major role a controller should play in an effective system of internal 
control . . . a continual follow-up to appraise the suitability of pro 
cedures and practices and to evaluate the results that these provide. 


*Paper presented at a meeting of the Houston Control, Controllers Institute. 
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RESPONSIBILITIES OF THE CONTROLLER 


MANAGEMENT’sS RESPONSIBILITY FOR FINANCIAL STATEMENTS 


With certain limited exceptions that will be discussed shortly, the 
controller has been delegated the responsibility for the development 
and maintenance of internal controls adequate for the prevention or 
detection of frauds. An appreciation for the weight of this responsibility 
can be gained easily from a review of the Interstate Hosiery Mill case, 
with which most are doubtless familiar. The Securities and Exchange 
Commission ruling in this instance staled the concept of the role of 
management in the preparation of financial statements. The manage 
ment of this corporation for several years had accepted from its public 
accountants, and published certified financial statements that included 
overstatements of cash, receivables, and inventories aggregating in one 
instance as much as $900,000. It was shown that these overstatements 
were susceptible to ready detection had the management given the state 
ments any more than a perfunctory reading. The Commission pointed 
out that: “The Fundamental and Primary Responsibility for the Ac- 
curacy of Information Filed With The Commission and Disseminated 
Among Investors Rests Upon Management. Management Does Not 
Discharge its Obligations in this Respect by the Employment of Inde- 
pendent Public Accountants, However Reputable.” 


[ue Controuver’s Rote 

In the face of this regulative opinion the preservation of the integ 
rity of accounts becomes the major job of the controller. To provide 
accounting records and related reports that are free of inaccuracies, 
fraudulent or otherwise, he must obtain suitable procedures for assimil- 
ating, recording, presenting, and verifying accounting data. Even more 
fundamental is his duty to prevail upon management to adopt policies 
that permit the establishment of a well rounded program for internal 
control and that foster this program’s full accomplishment. It is sur- 
prising how many business concerns, even today, neglect these obvious 
measures. For instance, the lack of a policy that provided for neither 
internal nor external audits enabled the cashier of a public service 
company in Alaska, who was living beyond his means, to organize a 
sizeable embezzlement. The employers of this man later stated “We 
Had A System of Bookkeeping Which We considered Required No 
Audit, As We Always Thought It Would Be Impossible For Any 
Employee To Misappropriate Funds Without Almost Immediate De- 
tection.” 


Another fallacy, entertained almost universally, is the belief that 
unlimited temptations can be safely placed before “trusted” em- 
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ployees. A surety company recently reported a case that involved the 
former treasurer of a large company, who was considered a pillar of 
the church. His company, it seems, undertook certain ventures jointly 
with other companies, and for the purpose of dividing the proceeds, 
maintained a separate bank account which held at all times some 300 
to 500 thousands of dollars. This account was not carried on the general 
books of the company, and worst of all, it was under the sole super- 
vision and control of the treasurer, and was never audited. To make a 
long story short, an audit, made after the treasurer retired, disclosed 
that this trusted employee had helped himself to about $110,000 over 
a period of 25 years. ‘The mistakes here are obvious, of course, and | 
relate the case only to make the point that employers have a moral 
obligation to preserve the integrity of their employees as well as that of 
their accounts. 


INTERNAL ConTROL—ITs CHARACTER 


What then is the character of the program for internal control that 
will produce results consistent with appropriate standards of perform 
ance? First of all, internal control should be thought of in a very broad 
sense so as to embrace internal check, internal auditing, independent 
auditing, and the bonding of all employees. I grant you the latter two 
elements are not usually embodied in a definition of internal control 
Nevertheless, both of these have a positive influence with respect to the 
prevention and detection of fraud and as such should not be omitted 
! think it is most important to emphasize that internal control should 
not be restricted by organizational lines. Indeed, only a relatively small 
percentage of defalcations that have been revealed were perpetrated by 
employees of the offices of the controller and the treasurer. For this 
reason, recognition must be given to the principles of internal control 
in the formulation and application of operating procedures. With this 
in mind, internal contro] can be defined as the organization, policies 
and procedures that are provided by management to assure internal 
operations that are as efficient and reliable as possible. A full unde 
standing of this concept of internal control will assist controllers to 
visualize the possibilities for fraud, to see more clearly how irregulari 
ties may be prevented by the operation of adequate controls, and to 
appreciate the need for internal and external audits to obtain a greater 
disclosure of irregularities, should any exist. 

LIMITATIONS 


To say that any particular system of internal control is adequate 
does not also carry a warranty that it is absolute with respect to the 
elimination of the hazard of fraud. Of course, controllers know this 
but it is to their interests to be certain that all of those who are finan- 
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cially interested in the business organization realize that there is a 
calculated risk that must be assumed if such controls are to be justified 
economically. Dr. George E. Bennent reminds us in his book entitled, 
“Fraud: Its Control Through Accountants” that “. . . Every Internal 
Check System Is Grounded On The Theory That Collusion Is Not 
Likely To Exist—Not That It Wili Not Exist.” 

Another limitation lies in the management type of frauds. Usually, 
frauds of this nature involve the presentation of false statements by the 
owners or managers of a business for the purpose of securing some 
direct or indirect benefit to the detriment of others. When you stop to 
think that a procedure acquires substance only when it is applied by 
human beings it is easy to understand that all procedures are susceptible 
to the perversions of humans. The annals of business are replete with 
cases of management fraud. All of those implicated were able to circum- 
vent the processes of auditing and internal check by false representa- 
tions that did not lend themselves to generally accepted methods of 
verification. 

Finally, the size of the organization and the extent to which duties 
can be delegated may have a restricting influence on the effectiveness 
of control procedures. Where these restrictions occur it will be wise to 
rely more fully on independent audits and employee fidelity bonds. 


Despite the difficulties he will encounter in establishing adequate 
safeguards, the controller must give his constant attention to the prob- 
lem of strengthening controls. If he is unsuccessful in these efforts, 
fraudulent actions may end in corporate financial ruin. If he is suc- 
cessful in preventing disaster of this nature he will probably be referred 
to respectfully as the “Guardian Of Corporate Morality.” 


NATURE OF FRAUD 


CLASSIFICATION AND DEFINITION 


I have referred to fraud and fraudulent practices. It might be well, 
before we take up specific cases, to consider what fraud is; what forms 
does it take; how important is it; who perpetrates it; and how and for 
what reasons is it performed. 

To begin with, there is no hard and fast definition of fraud. What 
amounts to fraud in one case might not be fraud in another. There are 
certain definite elements of fraud, and any definition that includes all 
of them will be satisfactory for our purposes. These elements of fraud 
consist of: 


(1) A false representation of a material fact; 
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(2) A knowledge of the falsity on the part of the representing 
party; 

(5) An intention that the misrepresentation be acted upon by an 
interested party and 

(4) An action by such party to his detriment in reliance upon the 
false representation. 


As a group, employees do not understand the terms that are usually 
used in connection with fraud and criminal offenses and are not cog 
nizant of the penalties that may be charged against persons who com- 
mit these wrongs. Their knowledge of these subjects is limited to 
newspaper accounts of newsworthy items that in no way relate to 
their personal behavior. The specific acts that constitute a crime of the 
nature which a system of internal control is designed to prevent, or 
detect, are forgery, larceny and embezzlement. There are other words 
in popular use such as defalcation, misappropriation, and peculation 
that refer generally to these acts but none have a definite technical 
meaning. It appears preferable therefore for accountants to utilize those 
words that are capable of legal definition. 


Forgery, which involves the fraudulent making, or alteration, of 
any writing to the detriment of another’s rights, is used to present a 
false showing. It is this type of fraud to which systems of internal 
check are particularly vulnerable. 


Larceny and embezzlement each involve the unlawful taking of 
the personal property of another. In larceny the criminal must commit 
a trespass in gaining possession of the stolen property, and it is this 
difference that distinguishes the act from embezzlement. Because frauds 
of these types usually consist of the misuse of cash or other assets by 
cashiers, collectors, bookkeepers, storekeepers and other employees, in- 
ternal check procedures have generally been designed to negate this 
hazard. 

I believe that if employers would take the trouble to better inform 
their employees on the criminal aspects of fraud that such action would 
be a potent psychological weapon against dishonesty. 


ExTENT or Fraup 
An analysis of over 2,600 fidelity losses several years ago revealed 
additional statistics that are amazing: 
(1) The losses sustained were nearly 90 per cent greater than the 
amount of protection the employer had considered sufficient; 
(2) Salesmen represent the largest single group of defaulters and 
were involved in 50 per cent of the cases reviewed; 
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(3) Over 80 per cent of these cases of fraud were perpetrated by 
employees outside the authority of the controller and the trea- 
surer; 


(4) Internal control procedures were established—but apparently 
were non-operative—in 91 per cent of these cases: 

(5) Collusion was present in only 10 per cent of the cases tabu- 
lated; and 


(6) Over 75 per cent of the defaulters were motivated either by 
women, poor management, debt, gambling, liquor, or living 
beyond their means. 


This analysis showed that while the frequency of losses caused 
by officers and executives is less than 10 per cent, such losses are apt 
to be of substantial amounts. For instance, the average loss for presi- 
dents was almost $41,000 per claim while the average loss for salesmen 
was only $209 per claim. The overall average loss per claim was roughly 
$6,200. From what has been reported by those whose job it is to investi 
gate fidelity losses, it appears that employees seldom begin their depre- 
dations by premeditated theft—on the contrary, it is usually a simple 
case of “borrowing” until next pay day. Now, in view of these 
facts and figures gathered from actual case studies can there be any 
doubt that internal controls snould be strengthened to assure the full 
and continued performance of the business organization? 

CasE STUDIES 

The reliance upon generalities in dealing with the application of 
internal control procedures is exceedingly dangerous. Consequently, a 
review of a few case studies of actual frauds will probably be more 
helpful in illustrating some important problems that are frequently 
laid on the controller’s desk for his consideration. In each of these cases 
ve should attempt to ascertain the principle of internal control that 
was violated—-and therefore permitted the loss to occur, to show how the 
loss was concealed and to describe the circumstances which led to the 


defrauder’s exposure. 


Organizational weaknesses cannot always be said to result in the 
deterioration of internal check. Too often, however, these weaknesses 
lead to the assignment of multiple functions to a single organizational 
unit and create a hazard that would not exist if such functions were 
performed separately. 


An experience of one company engaged in the manufacture and 
sale of roofing materials will illustrate this point. This company main- 
tained two offices in the same city; one a general office occupied by the 
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president, where the books were kept, and the other at the factory, where 
the treasurer, in addition to his official duties, was sales manager. 

No inventory records were maintained and the treasurer super- 
vised the preparation of sales invoices which were not numbered, and 
sent them to customers, copies were also sent to the bookkeeper at 
the general office to be recorded. All cash receipts were turned over 
to the treasurer for deposit. Checks were signed by either the president 
or treasurer. 

Several years ago, to all intents and purposes, one of several bank 
accounts in the name of the company was closed. The bank statement 
was obtained showing the account closed. However, in a few weeks the 
treasurer again opened the account, and requested the bank to send the 
statements and canceled checks directly to him at the factory in care 
of the company. 

He began depositing checks received from cash sales in this account, 
using the company’s stamp for endorsement, and destroying the invoices 
covering these sales. One month the bank forwarded the statement, 
by mistake, to the company at its general office where the matter came 
to the attention of the president. Upon investigation, it was found that 
the treasurer, over a period of three years, had embezzled funds in 
excess of $20,000. 


This embezzlement was possible because an employee had been 
placed in complete control of two major types of business transactions. 
But for the fortuitous mistake of the bank, the defrauder could have 
continued his malpractices indefinitely because detail records had not 
been provided within the framework of the accounting system that 


were adequate to control inventories 


The following case which occured a few years ago illustrates the 
limitations of a system of internal control in providing protection 
against forgery. This instance is of interest also because it shows that 
checks made payable to fictitious payees can be cashed; that the practice 
of allowing the signature of a supervisor, authorized to approve vouchers, 
to be duplicated by a subordinate is undesirable; and that an unneces 
sary risk is usually incurred by permitting completed checks to return 
to a person who is involved in the preparation or approval of payment 
vouchers. 

The employee in this case was an assistant supervisor of the engi 
neering department of a large company. In this capacity he was auth- 
orized to approve invoices, and issue orders for repairs and replacements 
for operating properties. He habitually signed the chief engineer’s name, 
followed by his own initial, to these papers. He became so adept at 
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signing his chief's name that the latter was unable to tell later just 
whose signature was shown. 


It was the forger’s practice to prepare a spurious contract, com- 
plete with forged signatures, for the repair work or painting at various 
locations. He chose the properties whose volume of operations was 
heavy with correspondingly high operating expenses, thus making less 
obvious any false charges to operating expense. The name of the con- 
tractor was always someone designed not to arouse suspicion. Usually, 
a small group of contractors’ names were used in reference to the work 
in any particular area, and the same name might be used several times 
but not usually in sequence. 


This employee also prepared fictitious invoices on ordinary white 
bond paper for the work which was purported to have been done. When 
he approved the invoice for payment, supported by the forged con 
tract, he requested that the check be returned to him for delivery to the 
contractor. He explained that the contractor was in his office or was 
expected later that same day and that he would hand his check to him. 
When the check was returned to him he endorsed the check in the name 
of the spurious contractor and cashed the check. The endorsement very 
closely adhered to the contractor's signature on the contract. 


About $8,000 of these contractors’ checks were cashed at one of the 
company’s branch offices, where he was well known. Another $21,000 
in checks were cashed at local banks. Tellers who knew the assistant 
supervisor as a reputable man cashed them on this employee’s explana 
tion that the contractor had no bank account and that he was cashing 
the check for him as a convenience. These losses were incurred over a 
period of about three or four years before they were discovered. 


The affair was disclosed by accident, as so often it is in cases of 
fraud. One of the office employees, in a joking manner, asked a field 
engineer why a certain repair job had been necessary. The engineer 
denied such repairs and the discussion led to a general examination of 
a number of such charges with the disclosure of a number in which the 
engineer was positive no work had been done. The employee was con 
fronted with the evidence and he signed a confession. Subsequent exam 
inations of all cash vouchers approved by the engineering office devel- 
oped a considerably greater loss than was first admitted. 

There is a lesson here that controllers should instill in every ac- 
counting employee engaged in the routine inspection of vouchers prior 
to payment. This lesson is—that there is nothing holy about the 
signature of an operating supervisor. An attempt should be made to 
visualize the physical transaction behind each document these super- 
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visors sign as a test of their reasonableness, and the signature itself 


should be scrutinized as closely as that of the employee of the lowest 
organizational level. 


A system of internal check is inadequate even though its underly- 
ing procedures may be perfect. This statement is true, however para- 
doxical it may seem, if employee work-habits are tinged with careless- 
ness, ignorance, misunderstanding or intentional violation in connec- 
tion with carrying these perfect procedures into effect. Colonel Henry 
Watterson proved the accuracy of this fact long ago while he was the 
owner and publisher of the Louisville Courier-Journal. When he needed 
a bit of spending money, the old gentleman had a habit of going down- 
stairs to the business office, opening the cash drawer, and taking what 
he wanted, Finally, a young bookkeeper, after spending hours trying 
to balance the records, exacted a promise from the old colonel. “All 
tight Young Fellow,” he said, “The Next Time I Take Out Money 
I'll Put In A Slip.” True to his word, the colonel, on his next foraging 
expedition, duly filled out a memo and left it in the cash drawer.. That 
night the bookkeeper started to count his cash and found the note and 
here is what it said—‘Took It All!” 


It is a common complaint among executives today that the volume 
of clerical work has grown to the point that many significant procedures 
such as the approving of vouchers and the signing of checks have become 
routines that are perfunctorily performed. In large companies it is 
not unusual to find requisitions, material received reports, cash youchers 
and payrolls being signed by a larger number of supervisors than is 
absolutely necessary. The volume of these documents is so great that 
after a while these supervisors begin approving these papers merely 
because they see the name of another person in whom they have con- 
fidence. As a result individual transactions are not reviewed in the posi 
tive manner that is required to prevent irregularities. It was conditions 
such as these that assisted a bookkeeper to secure a tidy income over 
and above his salary from a company we will call the Advance Manu- 
facturing Company. The manager of the company took great pride in 
paying his bills promptly and had made it a rule for the bookkeeper to 
audit the bills and to prepare them for payment weekly instead of wait 
ing until the end of the month. He had found by experience that in 
his line of business he was able to take advantage of certain merchan 
dise discounts which he could not secure if he followed the ordinary 
practice of paying his bills monthly. The average monthly purchases of 
the Advance Mfg. Company aggregate about $25,000 and the purchases 
from Company B amount to approximately $2,000 monthly. 


These purchases were made at short intervals throughout the 
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month for a considerable variety of small items of merchandise. The 
bookkeeper of Advance arranged with his friend, the bookkeeper of 
Company B, for two original copies to be made out of certain of the 
invoices covering merchandise sold by Company B to Advance. The 
goods representing this purchase, for which two invoices were made out, 
were received in due course by the receiving clerk of Advance who 
sent the copy of his receiving slip to the bookkeeping department. 


The bookkeeper attached the receiving slip to one copy of the 
invoice and made out the check payable to Company B for the dis- 
counted amount of the invoice. This check, with invoice and receiving 
slip attached, was presented to the manager for signing, together with 
a large number of other invoices from other creditors. A week later 
the bookkeeper took the second copy of the bill from Company B and 
attached it to the receiving clerk’s receipt, which had already done duty 
as vouching for the first payment. He made out a check for this second 
bill which was also given to the manager together with about 50 other 
invoices with checks attached for signing. 


The bookkeeper of Company B customarily opened the mail. When 
the second check came through from Advance he deposited it in his 
petty cash box and took out the corresponding amount of cash. The 
check did not go through the bank, of course, until he brought his 
petty cash fund into balance at the end of the month. 


Meantime, he had a working arrangement with the bookkeeper of 
Advance in accordance with which they split the profits from these 
fraudulent transactions. In the course of the month they found no diffi 
culty in running through two fraudulent invoices which served to 
increase the salary of each not less than $100 monthly 


The Advance Mfg. Company could have avoided this loss if the 
manager had taken the precaution to cancel all papers attached to the 
voucher at the time he signed related checks. It was probably passed 
Over as unnecessary detail work that would have to be added to an 
already burdensome load. Nevertheless, if the manager did not have 
time to cancel these papers, then the next best procedure would have 
been to require his secretary or some other person having no part in the 
payment processes to perform this detail for him. 


The cases that have been presented do little more than scratch the 
surface as far as a complete coverage of possible types of irregularities 
is concerned. 


It might be of some value before closing to summarize the prin- 
ciples of internal check that should be observed in arriving at a solu- 
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tion of a control problem where the risk of fraud is present and also 
to state the possibilities that may exist for the strengthening of existing 
procedures. 


Internal check is the arrangement of individuals and procedures 
within the accounting system so as to provide (1) suitable pre-audits 
or inspections of supporting data covering each transaction in the 
accounting records and (2) a schematic division of work so that the 
duties of one individual complement those of another to serve as a 
cross check. The principles that govern the adequacy of internal check 
procedures require that: 

(1) The functions necessary to the origination and completion 
of a major transaction be divided between two or more em- 
ployees; 

2) The responsibility for custodianship and for accounting not 
be placed with the same employee; 


5) The use of proofs and control methods be adopted to the 
greatest practical extent; 
(4) An organizational plan be adopted that clearly fixes authority 
and responsibility; 
5) Procedures, both operating and accounting, be adequately 
supervised. 
A continuous process of constructive analyses is required to insure 
that these principles are applied in an economical and effective manner 
without hindering operations. 


Constructive analyses such as this should be directed towards the 
further developing and strengthening of our overall systems of internal 
control by: 

(1) Relieving the supervisory personnel of immaterial details 
so that their efforts on matters of major importance are 
more effective; 

(2) Avoiding the use of procedures that are “forced” and there 

fore unnatural and inherently inoperative; 
>) Speeding up the assembly, recording and reporting of a 
counting data for analytical purposes; 


— 


\evising procedures that create such a burden on employees 
authorized to approve documents that their approvals become 
perfunctory; 


5) Training clerical employees to examine accounting data and 
visualize the physical aspects of the related transactions; 
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(6) Adopting procedures that will require collusion on the part 
of employees who would perpetrate a fraud; 


(7) Insisting upon more detailed inspections of field activities by 
representatives of top management; 


(8) Announcing the policies of management more clearly in an 
attempt to maintain better channels of communication with 


employees; 


(9) Influencing management to adopt strong internal control 
policies such as the application of internal auditing, the bond 
ing of employees, and the rotation and forced vacations of 
employees; 


(10) Emphasizing the “human factor” in the design and applica- 
tion of control procedures; 


(11) Encouraging management to assume a moral obligation to 
remove undue temptation from its employees. 


S. 3850 (H.R. 9038) 


This Bill was acted upon favorably by the Senate Expenditures 
Committee, a majority of whose members joined in its introduction. \t is 
intended to effectuate the Commission’s recommendations for modern 
ized fiscal procedures throughout the Executive Branch. Its budgeting 
provisions are squarely in line with the Report. As written, however, its 
accounting features depart drastically from the Commission’s views in 
two ways: (1) It centralizes dual responsibility for both accounting and 
auditing in the Comptroller General and (2) it makes no mention of 
the proposed new office of Accountant General. On the other hand, the 
practical operation of the Bill could result in real accounting improve 
ments and large savings. On the accounting features of this Bill, the 
Citizens Committee cannot take a stand. If certain amendments are 
accepted, the Bill will deserve all-out support. 


The Citizens’ Committee for Reorganization of the Executive 
Branch of the Government. 


OCCUPATIONAL DISTORTIONS IN 
AUDITING’ 


By HOWARD I. ROSS 


PARTNER, P. S. ROSS & SONS 
CHARTERED ACCOUNTANTS, MONTREAL, CANADA 





Mae. Ross is a graduate of both McGill and Oxford Universities, and 
obtained his C.A. in 1937 while a member of the firm of P. 8. Ross and 
Sons, who admitted him to partnership in 1940. 


During the war years Mr. Ross served on the Foreign Exchange 
Board and in the Rationing Division of the Wartime Prices and Trade 
Board. He was called to Ottawa and took a leading part in the develop 
ment and administration of the Rationing Division, being appointed 
Ration Administrator, serving with that Board until the latter part of 
1946. 











lawyer friend of mine once took time out from some work we were 
doing together to give me a lecture on the characteristic mental 
shortcomings which all auditors develop in the course of their work. 
What distinguished this incident from many otherwise similar occa- 
sions, and made it stick in my mind, was that the lawyer then pro 
ceeded to explain the characteristic shortcomings, or 


‘ 


‘occupational dis 
tortions” as he called them, of his own profession. He did it well. I felt 
that this self-criticism must be good for his soul. Moreover I could not 
help realizing that this same sort of self-criticism might be good for audi 
tors too. Perhaps here, we may profitably consider whether the audits 
we do are quite perfect—or whether we can find ways of improving 
them. 


HOW DISTORTIONS DEVELOP 
Each profession requires certain characteristic qualities. Men with 
the right qualities are attracted to it and they continually sharpen 
and develop their special talents in the course of their work. It is natural 
that these good qualities should at times be overdeveloped. Thus “dis 
tortions” arise—which are merely good qualities carried too far. 


THE AUDITOR'S DISTORTIONS 


The auditor is essentially a critic. His task is to check the work of 
others and give his opinion on it. The talents required for this type 


*Notes for an address delivered at a meeting of the Montreal Chapter. 
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of work and their corresponding distortions are, I suggest, as follows: 
(1 


A refusal to take things for granted or be deceived by appear- 
ances which, amidst the masses of figures of modern account- 
ing, can develop into a breathless pursuit of detail without 
poise or proper planning. 


te 


A devotion to caution which may, amongst other things, lead 
to such elaborate qualification of even the simplest remark 
that what we are trying to say is lost in a maze of restricting 
clauses. 

(3) A concentration on accuracy which can blind us to all other 
considerations—even to the importance of efficiency. 


(4) A passion for neatness which can lead to a love of neatness 
for its own sake and a dangerous reliance on things merely 
because they are neat and orderly. 


FEVERISH PURSUIT OF DETAII 


One of the basic troubles with auditing is that it is generally car 
ried out in a feverish and hectic atmosphere which results in lack of 
intelligent planning. Auditors become used to working at such a pace 
that they are uneasy when the tempo slows down. They are happy 
only in the act of stamping, vouching or adding and spend too little 
time considering the problem before them and planning how to tackle 
it. This high pressure atmosphere has developed historically. The most 
striking thing in looking back on the history of auditing is, I suggest, 
how little our approach has changed when everything around us has 
changed so much. 


In the early days of auditing, the auditor followed the accountant 
around and repeated each operation after him. That was the auditor’s 
characteristic way of working. When the accountant posted a figure 
from cash book to ledger, the auditor came along later and checked 
the posting—similarly with vouchers, additions, <tc. Eventually the 
time came when the accountant started to become mechanized. As 
bookkeeping machines improved it became less and less feasible for the 
auditor to do all this checking. If the change from hand-written records 
to modern push-button accounting had come suddenly, in one jump, 
the auditor would undoubtedly have paused to reconsider his whole 
technique. He would probably have thrown aside lis old methods and 
invented some new approach suitable to modern conditions. But the 
change did not come suddenly. The mechanization of accounting was a 
gradual process—one that is, clearly, still going on. Living in the midst 
of this gradually changing accounting world, the auditor merely kept 
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tinkering with his old methods without overhauling them fundament- 
ally. His principal answer to the new problems was to reduce the 
amount of his detailed checking. He did less detail but continued to 
do the same kind of checking. In the whole process the auditor was 
always straining to keep up with the advances of mechanized book- 
keeping and consequently, it seems to me, he has never really quite got 
his breath. 


Perhaps this situation could be illustrated by the analogy of a long 
distance race between two men. In the old days both men were on foot, 
the accountant trotting around a circular track and the auditor following 
a little behind. Then it was as though the accountant was given 
a bicycle. With this new development it was not feasible for the auditor 
to keep pace, so it was agreed that he should only pursue the account 
ant for some of the time. It was part of the rules of the game that the 
accountant would not look over his shoulder and it could therefore be 
assumed that he never knew when the auditor was after him. Thus the 
auditor accomplished about as much by running, say, every third lap 
as if he ran continuously. This represented a fairly acceptable solution 
to the accountant’s acquisition of a bicycle, and everyone was happy. 
But then there was a further development—the accountant was given a 
motor cycle. To a very large extent, the auditor clung to his old 
technique and chased the motor cycle for a few paces every now and 
then—thus trying to apply a similar solution to that which worked 
when the accountant got his bicycle. This time not so successfully. In 
short, not to drag this analogy out to tiresome lengths, I think we have 
been too dominated by our past experience and training. We have not 
been as resourceful as we might have been in devising new types 
of tests. Moreover, the whole struggle to keep up with the mechanized 
accountant leaves us less and less time to do the fundamental thinking 
and planning that will be required to solve this problem satisfactorily. 


As an example of the new approaches that might be evolved, let us 
consider statement analysis. By and large, we have used this tool in 
a half-hearted and uninspired way. Firstly, we tend to concentrate on 
comparisons between the current and previous year—ignoring or under- 
emphasizing longer trends which are certainly important. Secondly, the 
auditor has tended to concentrate practically all his attention on differ- 
ences. If a certain expense is up from the previous year, he is interested 

but the fact of the matter is that a similarity of figures may some 
times be more dubious than a difference, for example when the price 
level has risen. Yet I think you will find that almost all analytical work 
of this sort concentrates on differences and fails to explore similarities. 
Thirdly, our timing is often wrong, the auditor tending first to run 
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through routine tests, next to draw up statements and finally to work 
out ratios (very often perfunctorily and in a rush). Obviously this is 
precisely the wrong order. The auditor should start with the statements, 
then analyse them, and in the light of the results from his analysis he 
should design his routine tests. Fourthly, the auditor tends to concen- 
trate on a few stereotyped comparisons. He starts by calculating what is 
called “the working capital position.” This comparison of current assets 
and liabilities actually provides almost no information. Next, the auditor 
is likely to work out a division of the sales dollar—showing the various 
items in the profit and loss account as a percentage of sales. While this 
device is not without point, it is certainly hackneyed and overdone. This 
often completes the statement analysis, but I suggest that we are only 
beginning to explore its possibilities. The difficulty is to reach solid mid- 
dle ground between, on the one hand, the uninspired sort of approach 
just outlined and, on the other hand, a love of ratios which fails to 
recognize that the relationship between many figures on the financial 
statements has no genuine significance at all. 


The failure to plan sometimes results from not having clear objec- 
tives before us. The shareholders’ auditor has an explicit object. He 
must report on the statements prepared by his client and say whether 
they show a fair picture. The shareholders’ auditor must have this 
object before him at all times and test his audit procedures, and his 
attitude to all problems, against this objective. Otherwise it is very 
easy to dissipate time and energy. Consider the arguments we all get 
into over balance sheet arrangement or wording. It seems to me it is our 
duty to give the client the benefit of any ideas we may have on the 
arrangement of statements, but we can waste everybody’s time by insist- 
ing too long on improvements to the statement which the client is not 
disposed to accept. In such cases, the auditor should remember that in 
the final analysis it is simply up to him to say whether the statement 
shows a fair picture or not. He is not asked to say that it is the best 
conceivable arrangement of figures—merely whether it presents a fair 
picture. You cannot do an audit properly unless everything you do is 
pointed towards your objective. 


When we come to internal audits, it is not so easy to generalize. 
Internal audit departments differ in function from company to com- 
pany. In some cases the internal auditor is mainly concerned with 
appraising and improving accounting routines. In other cases the work 
of the internal auditor is an extension of the work done by the share- 
holders’ auditor—he merely carries out tests in greater detail. In still 
other cases, the internal audit department does special work, such as 
the physical testing of inventories, etc. However, whatever the purpose 
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vf the department is, it should be very carefully impressed on the in- 
ternal audit staff and on other departments in the company. This is 
no place to be vague. The internal audit department should always have 
a clear-cut objective and its staff should keep this constantly in mind in 
every phase of its work. 


MANIACAL DEVOTION TO CAUTION 


Obviously caution is a virtue in an auditor but this virtue can be 
distorted. One of the symptoms of our excessive caution is the peculiar 
way in which, as a profession, we maltreat the English language. The 
lawyers have their “whereases”, their thirty-line one-sentence para 
graphs and other easily recognized and lampooned idiosyncrasies. Our 
particular brand of bad English comes from a passion for qualification 
which, in turn, grows out of caution. As George O. May has pointed 
out, we are so afraid of saying something misleading that we tend to 
forget to convey any information at all. Let me illustrate with an exam- 
ple of auditor’s English taken from a recent release by the Committee 
on Auditing Procedure, American Institute of Accountants. This Com- 
mittee has the respect of all of us and it is obviously doing as important 
work as any other group in the profession anywhere. In this case it is 
discussing systems of internal control and is stressing the importance of 
giving proper instructions to members of the staff. Listen 

“The instructions to be used advantageously should be clear 

and complete but sufficiently concise to avoid being so volum 

inous as to be cumbersome.” 


What the authors presumably set out to say was that “the instruc- 
tions should be clear and complete but concise.” However like most 
auditors, they must have felt uneasy at any statement so direct and 
unqualified. They therefore inserted the clause “to be used advan- 
tageously.” Obviously there is no need to make the instructions clear, 
complete and concise if it does not matter whether or not they are 
“used advantageously.” It must have been to guard against the possi- 
bility that someone might point this out, that the clause was inserted 
what other purpose can it serve? And what are we to think of the 
phrase “sufficiently concise to avoid being so voluminous as to be cum 
bersome”? Is this any clearer or more accurate than simply the word 
“concise”? Or any more concise? You will no doubt notice that I have 
not chosen the worst example I could find—it is merely typical. 


CONDESCENDING ATTITUDE TOWARDS EFFICIENCY 


Another type of distortion is indicated by the prevalence of a belief 
that there is something called good auditing practice which cannot 
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quite be written down but by which all our work should nevertheless 
be judged. Consider a statement made in an editorial in THe Account- 
ANT, recently quoted with approval in an article in THE CANADIAN 
CuartTerep AccouNTANT. This quota‘‘on comes during a discussion of 
the diminishing balance method of ,..viding for depreciation, 

“Reflection must convince us all, we believe, that the only real 

recommendation of the plan always was the very weak one 

that it was easy to operate. It was, in fact, the lazy account- 

ant’s friend.” 
I believe that this quotation sets down quite clearly an abuse of thought 
very common in the auditing profession. The implication seems to be 
that the accountant, having saved a little time by calculating his depreci- 
ation on the diminishing balance method, puts his feet up on the desk 
and dozes lazily off to sleep. On precisely the same grounds, I suggest, 
you would describe carbon paper as the lazy stenographer’s way of mak- 
ing eight copies of a letter. Moreover, the assembly line method of 
manufacture, which is generally supposed to be the chief, if not the only, 
contribution of this continent to modern civilization, might be dis- 
missed as the lazy man’s way of making automobiles. Just consider 
what this statement really says— 

“the only real recommendation . . was the very weak one that 

it was easy to operate.” 
There is abroad, in short, some sort of idea that the auditor is free 
from the ordinary demands of efficiency. To illustrate; frequently audi- 
tors face a choice between two different ways of doing something- 
say two different systems of controlling cash sales—and rest content 
when they have decided which method affords the best control. But this 
is an incomplete view. One must also study the cost of the two methods. 
Method A may have loop holes that permit pilfering. But it is not 
enough to know merely that method B blocks these loop holes. It is 
also necessary to decide whether the cost of operating method B is 
reasonable or whether it would be better to let the loop holes remain. 
Stated in this bald manner, it might seem far-fetched to say that a 
practical auditor would make this kind of mistake, but I feel it is a 
very common weakness in auditors that they fail to appraise the cost 
of some of the methods they use or recommend. Indeed, it would be 
surprising if this was not the case. The auditor is engrossed in auditing 
and it is easy for him to forget that a Company does not arrange its 
affairs solely with a view to ease of auditing. 


HYSTERICAL LOVE OF NEATNESS 


Let us now reflect on our passion for neatness. Where may it lead us? 
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Obviously it starts by being a virtue. I wish all auditors were twice as 
neat as they are. There is a fascination in the way the figures in a good 
set of working papers form and reform themselves into different pat- 
terns from one schedule to the next, and are finally boiled down to the 
few significant figures which constitute the financial statements of the 
company. But this tidy, orderly way of doing things may develop into an 
obsession. The danger comes when the auditor begins to place a false 
reliance on supporting schedules, merely because they add to a total 
which agrees with a figure on the main schedule. We all know how 
reassured we are when we have something to tick off, but it may be 
that what we are ticking off adds very little to the proof of the figure 
we are interested in. It is when we begin to be reassured by mere 
neatness that this virtue starts to become distorted into a dangerous 
weakness. 


But it is not only a question of neat figures and working papers. 
It goes beyond this and becomes a devotion to orderliness which again, 
is good in itself but can be overdone. Consider the matter of standardiza- 
tion. A good deal of effort has been directed to improving auditing 
standards and to the very difficult task of stating auditing principles. 
Moreover, devices like the internal contro] questionnaire and the audit 
program have been considerably developed. The aim of all this work is 
to establish standards—to insure at least a certain minimum of 
quality. This is commendable but it breeds certain dangers. When you 
give an auditor a program to work with, you undoubtedly do promote 
a certain minimum of efficiency. You reduce the likelihood that he will 
flounder around, wasting time and devoting himself to completely 
unprofitable work. However, by giving him this guidance you auto 
matically reduce the scope of his own initiative. This cannot be other- 
wise, Either you let him decide what to do or you decide for him. Loss 
of initiative is thus the price of minimum standards. Hence there must 
always be a tendency for the minimum to become the normal and for the 
maximums to be lowered. This can be very serious—especially because 
when an audit program is once introduced, it tends to be elaborated 
more and more. Most auditors in reviewing an audit program are in- 
clined to think up new tests rather than to eliminate old ones. It would 
be ridiculous to suggest that audit programs should be abandoned, but 
anyone drawing up a program must remember that, to some extent, he 
is forced to choose between standardization and the encouragement of 
individual judgment—a hard choice and one requiring a fine balance 
to be struck. It means in practice that too elaborate programs should be 
avoided and that you should always plan to leave some time for tests 
to be devised by the person doing the audit. 
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FOR WE ARE JOLLY GOOD FELLOWS 


These are some of the distortions that I think are apt to be developed 
by the nature of the auditor’s daily work. To remind ourselves of them 
is possibly the best way of avoiding any danger there may be in them. 
In an attempt to be “sufficiently concise to avoid being so voluminous as 
to be cumbersome,” I, here, may have been somewhat sweeping and 
unguarded, Let me say in closing that in spite of all that I have just 
said (indeed perhaps because of it) no one is more impressed than I 
am with “the high position which our profession has gained in public 
esteem.” 


QUOTABLE QUOTE 


“While I will continue to be a consistent advocate of all possible 
improvement in the condition of our people resulting from better gov- 
ernment services, these three facts seem to need stressing 


“There is a point in taxation beyond which government cannot 
go without draining away the life blood of America’s economy; 

“Likewise, despite the theorists, the laws of economy and of good 
business make it absolutely plain that there is a point beyond which this 
country cannot assume additional public debt without destroying all 
values; 

“Finally, there is a limit to the government benefits and services 
which can be paid for out of the monies currently available.” 


Senator O’Conor (D.-Md.), 
Before Baltimore Engineer’s Club. 


And it was Mr. Jefferson who said: “I place economy among the 
first and most important virtues, and public debt as the greatest of 
dangers . . . We must make our choice between economy and liberty, 
or profusion and servitude. If we can prevent the government from 
wasting the labors of the people under the pretense of caring for them, 
they will be happy.” 


ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Subject: Internal Audit Procedures for Controlling Costs 
By: W. A. WALKER, C. P. A. 
Published in The Journal of Accountancy, May 1950. 


The author of this paper, Mr. W. A. Walker, is Vice-President— 
Accounting—of the Carnegie-Illinois Steel Corporation. He has 
been a chief procedure designer, senior accountant works auditor, 
and an audit supervisor with U. S. Steel Subsidiaries. Mr. Walker 
is a former president of the Pittsburgh Chapter of Tue Instirute 
or Inrernat Auprrors and a member of the American Institute of 
Accountants. 


At the outset, the author states that the two main functions of the 
internal auditor in auditing costs are as follows: (1) the reviewing 
of costs over expenditures and the use of goods and services pur 
chased; and (2) the review of the adequacy of cost accounting. In 
stressing the importance of the first phase, examples of errors aris 
ing from the interpretation and application of the intent of con 
struction work contracts are discussed. Major items of expenditure 
such as payroll need to be reviewed only on a test-check basis while 
controls in a given function such as the purchase and use of direct 
materials and services should be carefully appraised. 


One of the features of this paper is the author’s cogent discussion 
of the subject of internal control as a deterrent to fraud. Mr. Walker 
is quick to point out that there is no need to go control-crazy because 
of the high incidence of cases of fraud. He carefully distinguishes 
hetween, what he calls, basic controls and those controls which have 
all the outward appearances thereof but are nothing more than un 
necessary “trimmings.” According to the author, basic controls in a 
given function are those steps in a procedure which make it prac 
tically impossible for significant losses to go undetected for an 
extended period without collusion. 


Lastly, Mr. Walker describes fully how the internal auditor can 
best review the adequacy of the cost accounting phase of the internal 
auditor’s role in the control of costs. Consideration is first given to 
the purposes of cost accounting itself and the advantages of a good 
system. Then, an audit procedure is outlined. 


The article also contains an itemized list of what the auditor should 
do and should not do in the control of costs. The scope of the internal 
auditor’s activities listed thereon is so broad that maximum benefits 
of an internal audit department are gained. 


In this comprehensive paper, Mr. Walker offers a set of internal 
audit procedures for controlling costs, a program so wide in scope 
that the functions of the internal auditor are utilized to the utmost. 
The ideas expressed should be very useful to those companies which 
have not adopted such a program. 
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By 


Subject: 


The Internal Auditor 


How To Coordinate Work of The Internal Audit Staff with The 
Independent Public Accountant 


DONALD K. McALLEN of Anchor Hocking Glass Corporation of 
Lancaster, Ohio, member of American Institute of Accountants and 
of the Institute of Internal Auditors 


Published in The Journal of Accountancy, April, 1950. 


In this paper of vital and current interest to all auditors, Mr. 
McAllen presents some sound views on the integration of the work 
of the internal auditor and that of the company’s public accountant 
His underlying thesis is that there is much to be gained in the way 
of adequate and economical auditing service when there is effective 
coordination between the work of the internal auditor and that of 
the company’s public accountant. Such an objective with its inherent 
efficiency should in itself justify any sincere attempt made in this 
direction. 


At the outset, he states that the first step in the coordination of all 
auditing activities must be the advance planning stage of the divi- 
sion of labor between the internal auditor and the public accountant. 
A clear understanding of assignments in order to avoid duplication 
of effort is essential. This planning should include, among other 
things, the coverage by one or the other audit group of all physical 
locations; furthermore, both groups should always bear in mind the 
further development of the internal audit program: This will tend 
to effect a greater unity of action between the two groups 
According to Mr. McAllen, coordination can be easily achieved in 
the following clear-cut auditing functions: 


Detailed verification of inventories 


2. Circularization of accounts receivable and proving of control 
balances. 

3. Vouching of property additions 

4. Payroll audits. 

5. Circularization of cash funds. 

6. Branch audits. 

7. Analyses of accruals. 

8. Miscellaneous expense accounts. 


In this process of cooperation, the author insists emphatically that 
under no circumstances must the independent role of the public 
accountant or that of the internal auditor be jeopardized. The key to 
effective coordination rests in the freedom of each to investigate any 
function; only by the reporting of impartial facts and findings can 
both render reliable and valuable information to management. 

Mr. McAllen’s theory is that when an effective coordination be 
tween the work of the internal auditor and that of the public 
accountant is achieved. a decrease in cost in auditing service to man 
agement will result. An internal audit program, independent of 
line accounting, and a program in which the internal auditor reports 
to top management will make unnecessary the public audits of non- 
essentials, thus freeing the public accountant to devote his time and 
energy to other problems. 


Is Your Firm Embezzlement-Proof? 


ARTHUR F. TIMMINS, Resident Manager of the Baltimore office of 
The Fidelity and Casualty Company of New York 


Published in The Controller of April, 1950. 


The author of this paper, Mr. Timmins, is well qualified to write 
on this subject, having had twenty-five years experience in fidelity 


Subject: 


By: 
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and surety bonding. His approach is therefore from the insurance 
angle, and he strongly contends that business can obtain real protec- 
tion against dishonesty losses only by carrying fidelity bonds in an 
adequate amount. 


At the outset, Mr. Timmins cites the fact that embezzlement is 
widely prevalent today and that American business has suffered 
losses to the extent of 200 million dollars annually due to the dis 
honesty of employees. Without mentioning specific cases, he lists 
the causes as follows: gambling, extravagant living standards, unus 
ual family expenses, undesirable associates and inadequate income. 
Along with the highly publicized Mergenthaler Linotype Company 
case the author discusses very briefly six or seven other cases which 
have come to his knowledge. In each case the methods used by dis 
honest employees to convert funds to their own use varied. Two dis 
tinguishable facts seem to be apparent: (1) it is usually the trusted 
employee who has the opportunity to embezzle; and (2) an em 
ployee need not have actual custody of any funds or securities to 
cause his employer a serious loss. 


While some may disagree with the conclusion that there is no 
method which will prevent theft from employers, the author does 
offer in support of his statements some convincing evidence. Defalca 
tions are not restricted in any sense cither to the type of business 
which may suffer through employee peculation or to the position 
within the organization of the individual who commits the offense 
In discussing ways of preventing embezzlement, or defalcation, the 
author enumerates nine specific business practices which, if adhered 
to, will tend to reduce the possibility of such losses. These are as fol- 
lows: 


(1) A sound accounting and audit system will most certainly 
tend to reduce the possibility of embezzlement losses. 

(2) New employees should be carefully investigated. 

(3) Reputable bonding companies can be of great assistance in 
checking past employments and living habits. 

(4) Checks issued should be countersigned. 

(5) Canceled checks should be examined and bank balances 
— by persons other than those who sign or authorize 

ecks. 

(6) Endorsement of incoming checks should be limited to “for 
deposit only.” 

(7) When securities are held in a safe deposit box, there should 
be only joint access to the box. 

(8) Accounts receivable should be verified and inventory taken 
at frequent intervals. 

(9) Employees should be required to take regular vacations 


The treatment of this serious subject with its tragic human implica- 
tions is factual and sound; and it is wide enough in scope to support 
the author’s main contentions. 


Education for Controllership 
VICTOR Z. BRINK, Ford Motor Co. 
Published in the Accounting Review, July 1950. 


In a paper presented at the 30th Anniversary Conference of the 
School of Business Administration of the University of Minnesota, 
Mr. Brink brings into focus a clear picture of what education for a 
man interested in a controllership career should be. The subject 
itself is a highly diffuse one, chiefly characterized by the fact that 
both the subject of education for business and the concept of control- 
lership are in a stage of evolutionary growth. It is to the author’s 
credit that his views are crystallized within the frame of reference; 
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and in the process of offering his comments on a controversial sub- 
ject, Mr. Brink prescribes a basic philosophy which reflects and is an 
outgrowth of his experience as an educator, as a prac ticing account- 
ant, and as a company man 


In order to resolve the issue of education for controllership, it is 
necessary, first, to arrive at an all-embracing definition of control 
lership, one which enhances, justifiably so, the professional status of 
the controller. For his purposes, Mr. Brink chooses a strictly func 
tional definition of controllership, one which David Anderson uses 
in his book, “Practical Controllership,” and one which classifies con- 
trollership as (1) the property control function—the control and 
protection of the assets of the business, (2) the legal function 
compliance with legal reporting and record keeping requirements, 
and (4) the management function—assistance to management in 
controlling operations and formulating policies. To this job descrip 
tion the author adds three basic requirements of a successful control 
ler: (1) technical competence; (2) understanding of management 
needs; and (3) ability to work with management 


Having determined the nature of the controller's job and the type 
of man required, Mr. Brink discusses, along with the responsibility 
of the company in developing the man for the job, his ideas on the 
formal education of a prospective controller prior to his employ 
ment. The company itself can do much in the way of development 
of the individual by instituting a company orientation course, by 
engaging in a job rotation policy, and by reviewing and appraising 
from time to time, the individual’s progress within the company. 
The author feels that the psychological effect of the company’s 
expression of interest in the new employee is well worth the respon 
sibility taken 

Emphasizing the professional-type courses. Mr. Brink discusses the 
role of our colleges in preparing an individual for a controllership 
career. At the outset, the author is confronted with the time-honored 
controversy of the humanities vs. a strictly professional type of edu 
cation. His remarks thereto are very pertinent, and much is to be 
said for the values derived from literature courses, especially in 
developing ability to write. While the author feels that a combina 
tion of classical learning and the professional-type courses affords 
the best solution, more weight and attention should be given to the 
specialized courses. Not only does Mr. Brink describe in detail the 
professional-type of courses which should be included in the curricu 
lum, but he also is concerned with the instructor’s presentation of 
a course and the way it is developed. Too often students are given 
to learning by rote, which is to be avoided, since such a process 
cannot convey any real meanings to the student. The author con 
tends that if a course is so developed that a student learns a prin 
ciple, a philosophy or a mode of action, then his education is of some 
value. Principles learned can then be applied in any field to future 
problems, thus helping the individual to arrive at intelligent deci 
sions and sound judgments 


With these values in mind, Mr. Brink expresses his ideas on a useful 
presentation of courses in the field of accounting and its techniques 
illustrating by the basic technique of double-entry bookkeeping, and 
the more advanced problem of unit costs. The instructor should pre 
sent his course in such a manner that the student gains a full under 
standing of the technique involved rather than a mechanical pro 
ficiency. Too often the means of a technique are interpreted as ends 
in themselves, and and the proper insight that the student should 
have gained is lost 

Furthermore, the author recommends that university professors who 
teach professional-type courses can better equip themselves for their 
jobs by broadening their business contacts and by devoting some 
time to engaging in professional activities. Likewise, business men 
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can reciprocate by participating in student lectures and forums so 
that students can be brought into contact with actual business prob- 
lems. 


In conclusion, Mr. Brink recognizes the great need for men of con- 
trollership ability and expresses his faith in our ability to solve 
the na by industrious application and by close cooperation 
between educators and men in the field 


Subject: Internal Control Functions of the Controller 


By: CARL MYERS, Treasurer of the Tennessee Gas Transmission Com- 
pany, Houston, Texas 


Published in the Controller, June 1950. 


In a paper delivered before the 1950 Southern Conference of the 
Controller’s Institute, Mr. Myers presents, from a managerial point 
of view, the elements necessary in any good system of internal con 
trol. Such a postulation can be extremely valuable, especially when, 
as in the present instance, the author enjoys a wide perspective 
backed by years of experience as both controller and treasurer of a 
large business 


At the outset, Mr. Myers warns the controller that the ever-chang 
ing growth in size and complexity of a business necessitates a con 
tinuous appraisal of established controls in order to meet, in full, 
the requirements of his job. The advent of machine accounting has 
opened possibilities for new and valuable controls. 


The author’s concept of internal control is largely the fulfillment 

of the three following purposes, stated in their order of importance: 
(1) To insure that the policies prescribed by management are 

effectively carried out, and the results measured and com 

pared with pre-determined standards. 

To insure the reliability of financial reports, prepared for 

either internal or public information 

The safe-guarding of assets and the detection of fraud on 

the part of personnel 


*) 


As a corollary to this definition. Mr. Myers argues strongly that it is 
incumbent upon management to define the problems, or results 
sought, and, then, to assign the responsibilities. Recommendations 
pertaining to the mechanics of internal control include the setting 
up of a system of accounting control, based upon a satisfactory classi 
fication of accounts, the development of a manual of procedures, 

and the use of procedural flow charts. Lastly, it is of utmost im- 
portance to secure adequate personnel; adequate as to numbers and 
individual ability to discharge intelligently and effectively the duties 
assigned. 


In the author’s scheme of things. internal auditing is a further 
refinement of internal control, subjected to a similar defining of 
objectives and setting-up of procedures. The internal auditor should 
be charged specifically with the following: 

(1) The checking for compliance with management’s policies 

(2) Determining the reliability of financial reports. 

(3) Responsibility for detection of fraud. 


As a last measure of the effectiveness of the internal control pro 
gram, audits by the company’s public accountant should include 
in every visit a careful review of the internal control system, the 
extent to which the controls are being adhered to, and the degree of 
reliability. If the public accountant finds the controls adequate, 
his work will be lessened materially. 
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In this comprehensive paper, the author has summarized what the 
pre-requisites of a good internal control program are. There is, 
however, a limiting factor to be borne in mind: the application 
of an internal control program must be considered largely in the 
light of its cost in relation to its economic contribution. 


Merit Rating as a Management Tool 
ROBERT E. SCHAEFFER, Robert N. McMurry & Co., Chicago, Ill. 
Published in The Auditgram, July 1950. 


Reprinted from the November 1949 Harvard Business Review 


In this article there is presented some of the more common types 
of the merit rating plan, together with an evaluation of each; also, 
how each plan can be best utilized so that it becomes an adjunct of 
scientific management. Hardly a day passes when we do not pass 
judgment on our fellow men: a formal merit rating plan is merely 
systematized rating at regular intervals. Viewed in this light, merit 
rating is an effective tool to assist supervisors and department heads 
in evaluating employee performance and directing employees in 
utilizing to the fullest their latent capabilities. Aside from con- 
tributing to an integrated personnel program, a sound merit rating 
procedure will produce better employee relations. 


Any merit rating plan, if it is to attain a modicum of accuracy, 
must be constructed carefully. By its very nature such a plan en- 
tails human judgments of intangible qualities. What the limitations 
of merit rating are and what techniques to employ, are the author’s 
primary consideration. 


Noteworthy is the fact that the limitations which arise are usually 
inherent in the rater, i.e., the supervisor or the department head 
Inaccurate merit ratings are due wholly either to the rater’s ina 
bility to see the employee objectively, or to faulty techniques used 
in measuring individual qualities. Too often merit ratings are in 
valid and unfair hy ny = the supervisor lacks the proper training 
in how to rate; or, his judgment is colored by personal bias, a com 
mon failing of est raters 


Mr. Schaeffer discusses in detail the following five rating plans used 
commonly today. Each plan is described fully and both its advan 
tages and its disadvantages are emphasized 

(1) Paired Comparison Ratings 

(2) Forced Choice Ratings 

(3) Graphic Ratings 

(4) Forced Distribution Ratings 

(5) Field Review Ratings 


Each system when used alone or in combination with one of the 
others, will produce an additional source of information for manage 
ment. The basic difficulty in each plan lies in the fact that no objec 
tive criteria of measuring employee performance are available. 
However, reasonably accurate ratings can be obtained by using the 
following techniques: 


(1 


Wherever possible, more than one independent rating 
should be obtained. 


(2) Where possible, raters should be supervised. 
(3) As a first step a measure of employee’s standing with others 


should be obtained. 
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(4) In measuring an employee's strong and weak points, quali 
tatively, the rater should describe, in full, in his own 
words, the judgment rendered. 


In conclusion, the author points out that, while merit ratings are 
based on subjective judgments, with no objective verification possi 
ble. a sound merit rating procedure can produce a reasonable 
measure of individual performance and potential. Certainly, if 
used in conjunction with such factors as length of service and pro 
ductivity, merit ratings can make a worthwhile contribution. 


Subject: Palmer and Bell's Accountants’ Working Papers 
Published by The Ronald Press Company, New York 


This volume is a detailed presentation of the form and content of 
accountants’ working papers. First published in 1923, and revised in 
1929. it has been brought up-to-date by Mr. Ralph S. Johns, C.P.A.., 
member of the firm of Haskins & Sells 


This book is a valuable, practical guide for the preparation of 
accountants’ working papers; principles of accounting theory and 
auditing procedures are not included 


Special features of this volume are a complete set of working papers 
on an audit report and a draft of the audit report. Also included are 
drafts of a federal corporation income tax return 


(488 pages—Price $6.00) 


Subject: The Monthly Financial Statements 
By: FREDERICK STAPLES, C.P.A., Senior Partner of Frederick Staples 


& Co., and member of the American Institute of Accountants 
Published by the Counting House Publishing Co. 


In this booklet the author is concerned with comprehensive finan 
cial statements. He points out. in his introduction, the importance 
of rendering monthly financial statements. and how valuable they 
are as tools to management. Their importance, the author empha 
sizes, lies in the fact that they guide management in its financial 
policy; furthermore. they show the volume and operating results 
of the business; and lastly, they assist in the control of costs and 
expenses. 


Mr. Staples discusses in detail the preparation and form of state 
ments with reference to their intended purposes. His treatment of 
the form of statements is wide in scope. Greatly stressed is the com 
parative statement. There is a complete discussion of the actual 
preparation of a financial statement, beginning with the trial bal 
ance and leading up to the adjustment entries affecting the final 
figures 


An outstanding feature of this book is a complete section of illus 
trated statements. Not only are there filled-in specimens of a bal 
ance sheet. a profit and loss statement, but also, cost of sales, operat 
ing statistics and memorandum inventory control 


(65 pages—paper bound—Price $1.25) 
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Subject: Principles of Accounting, 2nd Edition 


JOHN R. BANGS, JR. and GEORGE R. HANSELMAN 
Published by International Textbook Company 


This book presents a further development of an earlier edition en 
titled “Accounting for Engineers.” It is especially valuable to engi 
neers and those y ew He an introduction to the accounting process, 
to whose profession a knowledge of accounting is essential. 


A noteworthy feature of this volume is the diagrammatic approach 
to the subject of accounting, wherein, by the use of diagrams, the 
reader is presented with an over-all view of accounting principles 
and practices. Under such headings as The Theory of Debit and 
Credit, Procedure at End of Fiscal Period, Accounting Practice and 
Accounting Applications, complete consideration is given to the full 
scope of the accounting process. Also included are the latest account 
ing methods and techniques. A problem book accompanies the text. 


(521 pages—Price $6.50) 


Office Methods, Systems and Procedures 
IRVIN A. HERRMANN, Office Manager, Servel, Inc. 


Published by The Ronald Press Company, New York 


This volume presents, in manual form, technical information on the 
subject of Office Methods, Systems and Procedures. The approach 
used is a further extension of scientific management applied to office 
administration. 


In the course of describing techniques and analytic procedures to be 
employed, full consideration is given to numerous office operations 
Illustrative material is used wherever possible to supplement the 
text. 


(539 pages—Price $7.00) 


TALENT 


If a man has a talent and cannot use it, he has failed. If he has a 
talent and uses only half of it, he has partly failed. If he has a talent and 


learns somehow to use the whole of it, he has gloriously succeeded, and 


won a satisfaction and a triumph few men ever know. 





THomas WOLFE. 
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INTERNAL AUDITOR — in charge of internal auditing 
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Publications of The Institute of Internal Auditors 
Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented at the 
SIXTH ANNUAL CONFERENCE OF THE INSTITUTE — 1947 


SUMMARY of recent trends showing the broadening scope end usefulness 
A of internal Auditing. Individual articles cover we phases of the 
lowing general themes—Recent Developments in internal Auditing, re- 
os of the Systems of internal Control, and caste histories of special 
a 


nagement Service. Price $2.50 








Internal Auditing — A Post-War Reappraisal 


ADDRESSES Presented at the 
FIFTH ANNUAL CONFERENCE OF THE INSTITUTE — 1946 


RECONSIDERATION of the fundamentals of Internal Auditing in the light 
A jects covered 
ui 


of post-wer conditions. Sub include—Service of Internal 
dit to Management, Training a internal Auditors, Development of Audit 


Programs, Internal Audit Reports, and Coordination of Internal Auditors and 
Public Accountants. Price $2.00 





Internal Auditing in Industry 
Edited by VICTOR Z. BRINK ond BRACFORD CADMUS 
presentation of the specialized internal control and internal auditing tech- 


niques applicable to a range of ‘Selected industries, such as petroleum, 
insurance, motion pictures, banking, utilities. 
Price $5.00 





Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 


HIS volume comprises six parts: |. Internal Auditing Techniques, |!. Internal 
T Auditing and Management, Iii. Internal Auditing end Public Accounting 
IV. Internal Auditing and the Securities and Exchange Commission, Y. internal 
Auditing and Wartime Problems, end Vi. Internal Auditing and the Future. 





Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN Internal Auditing lies in the area of management control. This 

M concise volume has been published fo guide business management in 
e utilization of its internal auditing staff; how, as a tool of management, 
modern internal auditing hes progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become « complete 
intra-company financial and operational review embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 


of performance. Price $2.00 





Order any of above publications from your favorite bookseller or directly from 
BROCK ond WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 





Other Publications on Internal Auditing 
INTERNAL AUDITING—by Victor Z. Brink 


A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP ond JAMES A. CASHIN 
A cose history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 























